The Australian Accountant 


Published monthly for the Commonwealth Institute of Accountants and 
The Australasian Institute of Cost Accountants 


Subscription : 
2 FEBRUARY 15, 1946 Per annum, 12/6 
Single copies, 1/6 


The Problem of Britain’s Export Trade 


3y S. Hays, B.com. (Hons.), F.s.s 


1, Britain’s Choice 

The people of Britain are at present facing a very awkward situation and 
have had a difficult choice to make. The sudden cessation of Lend-Lease aid 
and the Prime Muinister’s statement in the House of Commons which fol- 
lowed brought the problem of the rehabilitation of Britain’s export trade to 
the forefront of the tasks which face the Government and the country 
generally. The magnitude of the task is well! illustrated by the disclosure 
that whilst necessary imports are required at the rate of £2,000 millions a 
year, the total value of exports and receipts for services rendered is not more 
than £800 millions at the present time. Moreover, half this latter figure is 
accounted for by the expenditure, in Britain, on the part of the American 
Forces. This, by its very nature, is only of short duration and will provide 
little assistance after 1945. By the time this article is read, the Keynes 
Mission will have returned to Britain. Whatever settlement may have been 
teached (the present belief is that a loan of £1,000 millions will be negotiated), 
it is imperative that our export trade should be re-established and expanded 
to a considerably higher figure than was current in pre-war days. Of course, 
the export trade could be neglected and the whole of Britain’s immediate 
energies ‘utilised in reconstruction and in the restoration and improvement of 
civilian standards of consumption. But if this alternative be accepted, the 
magnitude of the task of reconstruction would quickly use up all available 
faw materials and no means would exist of replacing them. The hard way— 
that of rebuilding the export trade—may cause social discontent, and it brings 
with it the continued danger of inflation which arises when “too much money 
chases after too few goods.” If, however, the two choices are examined a 
little’ more closely it will be seen that they are not really independent. Britain 
has chosen the hard way in order that the other alternative may be achieved— 
at a later date, of course, but much more completely. Had we, the people of 
Britain, chosen first to rebuild our home market industries we could not have 
proceeded very far, and at the same time we should have forfeited our chance 
of restoring our export trade. To satisfy the enormous potential demand for 
all kinds of durable, semi-durable and consumers’ goods, Britain’s productive 
Machine will have to operate at much greater than present capacity. Capacity 
itself must, therefore, be increased; new machines, new tools, new plant and 
new rolling-stock will be required for this increase to become possible. But 
before this can be accomplished imports on a vast scale will be required. It is 
the problem of paying for these essential imports which lies at the root of the 
problem. The intricacies of the question merit a full examination. 

LB 
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2. The Pre-War Position 


The British Balance of Payments, as it stood in the three years before the 
war, is shown in the following table. The figures represent the average of 
the period 1936-1938 in £ millions. 

Debit Credit 
0 ee DOE os seen 04a ne Oe 
Government Payments .. 10 Income from Investments 200 
Shipping Earnings .. .. 110 
Commissions, etc. . .. .. -40 
Other Receipts .. .. .. 10 
LSS ee 40 


940 940 


It should be noted that in the period 1936-1938 the average number of 
unemployed persons in Britain was over one and a half millions, representing 
about one-tenth of the insured population. Even so, we required imports 
to the value of £940 millions. None of these imports could really be regarded 
as unnecessary since the years immediately preceding the war had seen a 
considerable pruning of Britain’s import trade. During this particular period 
Britain was realising her foreign investments to the extent of £40 millions a 
year in order to bridge the gap between imports and exports. 


3. War-time Experience 


During a total war, the survival of the nation must rank above mere 
questions of the maintenance of balanced imports and exports, or of the 


protection of overseas investments. We can conveniently divide the war-time 
experience into two phases. In the early part of the war, as much of the 
export trade as possible was continued. This was to enable the foodstuffs and 
raw materials which were being obtained from overseas to be paid for. But 
as the German menace <ame nearer to the Home Country after the fall of 
France, more and more of Britain’s energies were turned towards producing 
the munitions of war. Britain required all the coal which could be produced 
for her own manufacturers and households. Besides, Britain had: lost her 
best markets in Europe. During this cash and carry period, Britain’s exports 
steadily shrank. At the same time, the whole of the country’s gold reserve 
was used to pay for imports. For years now the total stock of gold held by 
the Bank of England has been less than £250,000. Overseas investments were 
the next victims. Under pain of heavy penalties, holders of foreign securities 
had to declare them and these were compulsorily exchanged for British Gov- 
ernment stock. At least half of Britain’s overseas investments were realised. 
Shipping earnings sank to a very low figure and commissions could no longer 
be earned at anything approaching their pre-war scale. With the introduction 
of Lend-Lease and the financial assistance given by Canada by way of free 
gifts, the financial difficulties of Britain were eased for the time being. Had 
not some such help been forthcoming the plight of the British people would 
have been desperate. As part of the war strategy, Britain ceased to consider 
her export position; her whole energies were given over to the production of 
food for her own use and war material for herself, the Dominions and Allies. 
At the same time, U.S.A. supplied vast quantities of foodstuffs and raw 
materials under the Lend-Lease agreement. The relation between imports and 
exports no longer had any significance—that is, of course, so long as the 
particular situation lasted. For the purposes of comparison, and in order to 
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emphasise the leeway that needs to be made up, the following figures are 
quoted : 

(a) The volume of British exports in 1943 was about 29 per cent. of the 
1938 figure. 1944 exports were only a little better. 

(b) The total value of exports has been halved during the war period in 
spite of a considerable increase in price. 

(c) Exports in 1943 and 1944 were equal to 2'8 per cent. of the national 
income as compared with 10:2 per cent. in 1938. 


4, The Present Position 

It was always realised that Lend-Lease would come to an end with the 
cessation of hostilities. Nevertheless, its abrupt ending came as a shock to 
Britain for it brought the future right down to the present. And the problem 
of the balance of payments which for four years had been quiescent once more 
reared its head, The extent of the present gap between imports and exports 
isknown. A Toan from the U.S.A. may help to bridge the gap for the time 
being. The people of Britain are, however, determined not to accept any 
loan which they do not feel they can repay. The acceptance of a loan now 
can only mean that additional efforts will be required in the future in order 
to repay the loan and interest. Clearly, too, the repayments will need to be 
spread over a long period, say, between thirty and forty years. In the long 
run, if we are to import on a pre-war scale, Britain must increase her exports 
to a similar figure. There remains another alternative—must the pre-war 
scale of imports be re-established? It has been argued in some quarters that, 
since dry cargo imports which were 55 million tons a year before the war 
fell to 23 million tons in 1942 and reached only 25 million tons in 1944, at 
the same time that Britain’s industrial output reached its all-time high record, 
imports cannot matter much. There is, however, a serious flaw in this 
argument. If corresponding figures expressed in terms of value are used it 
will be apparent that imports in 1943 and 1944 were 80 per cent. of the 
1938 value even though munitions of war are excluded. In spite of all the 
restrictions and shortages of war, it proved possible to dispense with only 
one-fifth of the pre-war value of imports. When timber, paper and citrus 
fruits, to quote only three examples, are once more imported, and restrictions 
on civilian consumption lifted, it is unlikely that Britain can face without 
detriment to the national income a level of imports below the pre-war figure. 
There is, in fact, no means of escaping from imports. The temporary cessation 
of imports from U.S.A. has been one of the main reasons for the maintenance 
and even extension of rationing of foodstuffs which the long-suffering citizens 
had hoped might begin to show some relaxation by the end of 1945. It has 
already been clearly seen that a lack of imports affects the basic consumption 
of the individual. In a like manner it will gravely limit industrial activity 
and, in doing these things, prejudice the post-war hopes of a higher standard 
of living, full employment and a more equitable distribution of the national 
income. 

The possibility of Britain greatly economising on imports and at the same 
time maintaining or increasing the average standard of living can definitely 
be ruled out. It has already been shown that in the immediate pre-war period, 
when unemployment was at a fairly high rate, imports were valued at £940 
millions per annum and exports somewhat short of this. If the Full Employ- 
ment Policy of the Government is to be successful, a higher level of industrial 
activity will be required than that current prior to 1939. This means that 
greater quantities of raw materials will be required to meet the demands of 
industry, and more foodstuffs to satisfy the requirements of the increased 
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national income. But much of Britain’s invisible exports have gone. British. 
owned marketable securities of Canadian and American origin have all been 
sold. Holdings in Australian, Indian and South African stocks have gone 
much the same way. Central European and Balkan securities are worthless: 
it will take time before investments in Malaya are again profitable. Nor can 
3ritain’s much depleted merchant fleet earn such a large income as in pre- 
war days. Compared with the £400 millions earned annually by services and 
loans to overseas countries, it is unlikely that in the first two or three years 
of peace that more than £180 millions will be forthcoming. If, then, imports 
at a higher physical level are to be paid for than was the case prior to 1939, 
a total of visible exports of at least’50 per cent. larger than the 1936-38 era 
will be called for. This is the target which Britain has set herself. It will 
mean that between 20 and 25 per cent. of the output of industry will need to 
be exported. 

An increase in exports of this magnitude will call for colossal efforts. But 
the problem is aggravated by the present position and future prospects of the 
country’s pre-war leading export industries—coal and cotton. At present 
there is insufficient coal being produced for home consumption and for the 
last two years coal supplies have been rationed to domestic consumers. There 
is simply no coal for export. A 25 per cent. reduction in coal output has 
come about by the withdrawal of labour from the mines, some voluntary, 
other to meet the needs of the Forces, and a growing absenteeism and reduced 
output per man due largely to weariness and to the ever-increasing average 
age of the miner. The cotton industry is in a slightly better position, but 
here again labour shortage is acute and it will only be attracted to the mills 
by the provision of such incentives as higher wages and better working con- 
ditions, both of which may increase the costs of production. For the next 
few months, possibly for two years, Britain can expect little from these 


industries by way of exports. This means that if the 50 per cent. increase in 
exports is to be attained a heavier burden will rest on the other industries 
Trades which have not previously troubled about overseas markets will need 
to start exporting their products. Industry generally has a great task before it 


5. Has Britain an Export Policy? 

It would be a mistake to ignore the fact that Britain starts her export drive 
with a number of advantages. The world is crying out for goods of all kinds. 
Britain has a fair chance of obtaining an adequate share of the overseas 
markets by virtue of existing circumstances. Most of the pre-war competitors 
are to a greater or less degree devastated or dislocated. And this applies 
particularly to Germany and Japan. The United States, who will doubtless 
become a powerful rival for export business, is suffering from the handicap 
of high costs of production unaccompanied by any fall in the exchange value 
of the dollar. U.S. steel, radio sets, engineering equipment, etc., are all more 
expensive than the corresponding U.K. items. Moreover, there is a surplus 
of pounds in the world and a shortage of dollars. There is hardly any country 
that will not find it easier to buy from the U.K. than from U.S. And although 
reconversion to peacetime production is proceeding much faster in U.S. than 
in Britain, the emphasis in the former country is on the home market—at 
least for the time being. Empire countries have built up huge sterling balances 
in London, and many of the South American states have built up balances 
nearly as great. These balances may be liquidated by the export of British 
goods, although one of the prices which Britain may have to pay for a loan 
from U.S. could well be a scaling down of these balances. If these undoubted 
advantages are to be utilised to the full, speed will be of the utmost importance. 
And Britain, in her turn, is handicapped in the reconversion to exports ract 
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by the huge repair and new building programme necessary to rehouse her 
ple. - 

Like most economic problems of the transition from war to peace, the 
problem of exports divides itself into two contrasting phases. These phases 
are the short run period when there will be a universal seller's market, and, 
following this, the longer years thereafter. In the short run there is going 
to be little difficulty in selling goods at home or abroad. Difficulties which 
do exist will be due to shortages of manpower, materials and productive 
capacity, not to finding orders. If he is free to choose, the individual manu- 
facturer will tend to prefer the home market, where the turnover is quicker, 
methods of payment more straightforward and certain, and transport presents 
fewer difficulties. For most industries, however, an export programme has 
been agreed between representatives of the industry and the Board of Trade. 
Priorities for labour, raw materials and productive capacity will be given for 
this export programme. Such a policy means the continuation of restrictions 
on civilian consumption. To see motor cars, radio sets, toys, etc., all of which 
are very short in Britain, sent to overseas markets is annoying, but if the 
export trade is to be rebuilt such action is probably inevitable. Thus, during 
the short period, the solution can be found by seizing the opportunities pro- 
vided by the sellers’ market, and allocating short supplies in accordance with 
export needs. At the same time, a careful watch is being kept on prices, for 
this aspect will be important when demand and supply conditions are back to 
normal. 

In the longer run, when the overriding insistence on demand no longer 
exists, the task of maintaining and developing Britain’s export trade will be a 
much more difficult one. British goods will then have to sell on their com- 
petitive merit, having regard to both quality and price. In this period, the 
Government will no longer be able to use the weapon of priorities for focussing 
attention on the need for exports. Whether British goods will be of the 
requisite price and quality to hold their own, and even expand, when the 
world demand is normal again, will depend upon the relative efficiency of 
British industry as compared with that of other countries. The structure of 
the main industries is now being examined and working parties consisting of 
employers’ representatives and those of organised labour, with independent 
members to hold the balance, are being set up. These parties have as yet 
only advisory powers, but with a hint of compulsion in the background. 
Doubtless the urgency of developing exports will appear high in the agenda 
of these bodies. It can definitely be concluded that Britain will not adopt, 
wholesale, a policy of currency depreciation—a method «much in evidence in 
pre-war days. It is generally agreed that, at best, this method provided only 
atemporary stimulus. Other countries followed suit and so the differential 
advantage was lost. And, in any case, currency depreciation increased the 
price of raw materials and therefore production costs. Further, although 
Britain has not yet signed* the Bretton Woods Agreement it is likely she 
will do so, and this rules out currency devaluation on any but the smallest 
sale without the consent of member countries. Nor is Britain likely to 
simulate exports by means of subsidies—a policy which has never been 
adopted by that country. 

In the main, therefore, the hard road of industrial efficiency will be the main 
plank in Britain’s export programme for the long term period. This will be 
supplemented by the work of the Exports Credits Guarantees Department. 
The aim of this department is to ensure that exporters receive payment for 
the goods they sell to overseas customers—a very necessary condition for 
a successful export policy. 

*Early December, 1945. 
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Taxation Section 
Edited by J. A. L. GuNN, F.1.c.A. 


EXPENSES INCURRED IN CONNECTION WITH REGISTERING 
TRADE Marks 

The taxpayer company had developed a considerable trade in the Near 
East. It had a large number of trade marks, some of which had been in use 
for many years. It incurred expenditure for or in connection with the 
registsation of these trade marks in Malaya and Java. The company claimed 
a deduction of this expenditure. Held, claim disallowed. (10 C.T.B.R. Cas, 
54.) ‘Whilst trade marks used by the company before incurring the expendi- 
ture were the trade marks in respect of which registration was effected, they 
were not the assets which became the exclusive and assignable property of 
the company in consequence of the registrations. Before the registration the 
only right which the use of the trade marks conferred on the company was 
to prevent others from using them so as to deceive the public into thinking 
that the goods sold by them were the goods of the company .. . . This was 
the right to bring the common law action of ‘passing off.’ There was no 
right to assign the trade marks so as to separate them from the goodwill of 
the business in the relevant goods. The asset which the company acquired 
by the registration of each trade mark was a statutory monopoly (coupled 
with the rights and remedies necessary to maintain it) of the registered trade 
mark, and consisted not only of the exclusive right to use that trade mark 
in connection with the relevant goods, but also of the right to assign it in 
respect of those goods and (in Malaya) either in connection with the goodwill 
of a business or not,” at pp. 164-165. 


PURCHASE OF ENDOWMENT POLICIES ON OTHER PERSONS’ LIVES WITH 
INTENTION OF PROVIDING ASCERTAINED ANNUAL SUMS 

The taxpayer bought between July, 1937, and February, 1939, at a cost of 
about £100,000, a large number of endowment policies on the lives of other 
people. The scheme represented by these purchases was carefully worked 
out by the taxpayer, who was a mathematician. He calculated that he would 
want from the scheme a clear £7,000 per annum to spend, and that, at such 
a rate of expenditure, taking accumulation of insurance moneys at about 4 
per cent., he could make his capital last until 1960, when he would reach the 
age of 74. The purpose of the scheme, therefore, was that policies were to 
be selected for purchase with such dates of maturity as would give him 
approximately £7,000 each year free of tax. In 1942, the appellant cor- 
templated a complete change in the manner of his life, and in the same year 
he transferred policies to the value of £35,700 as a present to two persons 
and sold all the remainder in his possession. Held, that since it was estab 
lished that the purchase of the endowment policies was not made with the 
intention of resale, the transactions involved did not represent ‘an adventure 
or concern in the nature of trade” within the meaning of the English Ad, 
and the profits made in realisation were not assessable income (Smith Barry 
v. Cordy [1945], 1 All E.R. 695). 

In the above case, the Commissioners stated that “on consideration of the 
particular facts of this case and the evidence before us, having in mind 
especially the number of purchase transactions over a period of about 18 
months, together with the manner in which the policies were selected ané 
purchased in pursuance of an organised scheme, we hold that the appellant 
engaged in a concern in the nature of trade resulting in profits—the fruit o 
the capital laid out—which are assessable to income tax” under the English 
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Act. Macnaghten, J., reversed this decision, stating: “The cases cited by 
the Solicitor-General were cases where a purchase had been made with the 
intention of resale, and the profits of the trade assessed to income tax were 
the profits that arose from the resale. . .. But no case was cited to me in 
which a person was held assessable to income tax who had bought something 
with the intention of keeping it, and subsequently, owing to a change in his 
circumstances, changed his mind and sold what he had bought. The view I 
take is that it would be an unwarrantable extension of the meaning of the 
word ‘trade’ to hold that the transactions in this case were transactions repre- 
senting ‘an adventure or concern in the nature of trade.’ ” 

Section 26(a) of the Commonwealth Act provides that the assessable 
income of a taxpayer shall include not only profit arising from the sale of 
property acquired for the purpose of profit-making by sale, but also profit 
“from the carrying on or carrying out of any profit-making undertaking or 
scheme.” It is presumed that the legislature had in mind schemes which did 
not necessarily find their consummation in a sale and which did not answer 
the description of a trading operation. In view of the conclusions reached 
by. the Commissioners in the above case, it is considered that the profit which 
formed part of the proceeds of the policies on maturity would be assessable 
under the second part of s.26(a). If so, any profit arising out of the sale 
before maturity would also be assessable. 

WHEN Divipenps ARE ASSESSABLE 

The decision in Associated Insulation Products Ltd. v. H. Golder (H.M. 
Inspector of Taxes) reported in the January, 1945, issue of this journal has 
now been unanimously affirmed by the Court of Appeal ([1944] 2 All E.R. 
203). 

An important distinction is drawn between the facts of this case and those 
in Blott’s case ((1921) 8 Tax Cas. 101) and Fisher’s case ( [1926] A.C. 395). 
In both the latter cases there was a capitalisation of profits, by the issue of 
bonus shares in the one and the issue of bonus debentures in the other, 
without any option being given to the shareholders to accept cash in lieu of 
securities. The recipients of such bonus distributions, not having received 
income, were not liable to United Kingdom income tax. The court was 
satisfied in the present case that there had been merely a postponement of 
payment of the dividend. 


WueEn Tax Nor Par Durtnc Taxpayer’s LIFETIME 

The taxpayer died during August, 1941. In December, 1941, notice of 
assessment was issued in respect of income derived during year ended June 
30, 1941. The executor was informed that “payment of same would satisfy 
the requirements of the Department.” The tax was paid. Subsequently, 
legislation was passed which imposed a war tax on income derived during 
year ended June 30, 1941. The Commissioner, in February, 1942, issued a 
notice of assessment in respect of the war tax. The executor claimed that 
the assessment was invalid in view of the departmental statement. Held, 
daim disallowed (10 C.T.B.R. Cas. 8). “The Commissioner is authorised 
and required by the Act to assess the full amount of tax for which any 
person is liable and he cannot by any notice or act given or done beforehand 
bind himself to assess a lesser amount,” at p. 29. 


TAXATION OF PuBLiIc BopiEs 
A board constituted by Act of Parliament was set up to enable two urban 
district councils to take over the undertaking of a company which formerly 
supplied them with water. The board was composed of members of the two 
councils. It delivered water direct to consumers in the councils’ areas, 
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receiving payment by water rates levied upon them. It also delivered bulk 
supplies to certain outside districts, which were charged at scale rates fixed 
by the Act. In the event of “a deficiency in the net revenue” the board had 
power to levy upon the two constituent councils by serving precepts upon 
them which constituted enforceable debts. The board contended that the 
money thus received was not assessable income, being in the nature of mutual 
income. 

It was further contended that the payments made by the board to a second 
board from which bulk supplies of water were purchased were an allowable 
deduction. 

Held by the Court of Appeal: 

(1) That the moneys received by the board under precepts were assessable 

income. 

(2) That the money paid by the board under precepts was an expense 
incurred in earning its income. The decision of Macnaghten, J., in 
the lower court ([1944] 1 All E.R. 185) was reversed on the first 
point, and affirmed on the second. 

(Ostime (H.M. Inspector of Taxes) v. Pontypridd and Rhondda Joint 

Water Board [1944] 2 All E.R. 237.) 

Scott, L.J., giving judgment, stated that the board was a corporate person 
wholly distinct from the two corporate bodies existing in the district councils 
“Some corporate bodies,” he said, “have members appointed by the Crown 
or a department of State; but the corporation does not thereby take on, in 
whole or in part, the personality of the Crown or the department.” 

Counsel for the board sought to establish the principle of identity or 
mutuality by contending that each council was acting as agent for the board, 
but His Lordship considered that this was not so. Each council was under 
an obligation to raise the money on its own behalf to discharge a specialty 
debt to the board. 

It followed automatically that the expenditure incurred by the board was 
deductible. 

N.B.—Under Commonwealth law, a public authority constituted under an 
Act of Parliament is exempt from tax—s. 23(d). 


WHERE LEASE So_p WITH OTHER ASSETS 


The taxpayer, a motion picture exhibitor, sold his business for a lump sum 
of £2,700, and in his return allocated this sum as follows: 


EEE OEE os cc ss te wo ons ass See © Ss 
Cost price of plant .. .. .. .. £1,670 17 10 
Less depreciation allowed .. .. 298 2 0 


1,372 15 10 


Profit on sale of plant 


Sale price of lease .. 
Less legal expenses .. 


Profit on sale of lease .. .. .. 1. 2. we eee. £824 10 


The Commissioner assessed on this basis, but the taxpayer lodged am 
amended return seeking to establish that the sum of £2,700 was attributable 
wholly to the plant. Held, claim disallowed (10 C.T.B.R. Cas. 9). “Where 
a lease is sold with other assets and no separate amount is allocated to the 
lease under any contract of sale or arrangement, the amount of the con- 
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sideration attributable to the lease is, under s. 83(2), the amount determined 
bv the Commissioner. ‘Phe same position arises where there has been an 
allocation and the Commissioner is not satisfied that the amount allocated is 
fair and reasonable,” at p. 32. 


LIMITATION OF Drrectors’ REMUNERATION IN ErRe 

Provision has been made in the Eire Finance Act, 1944, limiting to 3 per 
cent. of the paid-up capital (where this is less than £15,000) the deduction 
allowable in respect of directors’ remuneration in ascertaining profits of 
“director-controlled” companies for the purpose of charge to Excess Cor- 
poration Profits Tax in the case of companies which had no trade year prior 
to August 31, 1939. 

Hardships arising from this provision were recently the subject of repre- 
sentations to the Minister of Finance and the Revenue Commissioners by 
the Council of the Institute of Chartered Accountants in Ireland (see The 
Accountant, June 9, 1945.) 

A proposal that deductible directors’ remuneration should, in any circum- 
stances, be limited to a percentage of paid-up capital is, in my opinion, unjust. 
It has no relation to the services actually rendered and tends to discount 
efficiency. The proposal bears some resemblance to the price-fixing of meals. 
The maximum prices have driven decently cooked meals off the market. On 
the other hand, many impudent purveyors of present day hog-wash have 
increased the price of their luncheons to 4/-. 

In any decent system of taxation the remuneration of directors must be 
intelligently assessed on the facts of each particular case, bearing in mind 
the responsibilities undertaken, the quality and amount of work done, and 
the rival claims of the shareholders to a share of the profits. If a particular 
community is so bereft of intelligent administrators that it must resort to a 
formula for determining the sum allowable as a deduction for directors’ 
remuneration, the calculation should be based on profits earned by the 
company. 

CapiItaL EMPLOYED IN A BUSINESS 

Section 24 of the War-time (Company) Tax Assessment Act provides that, 
subject to s.25, the “capital emploved” in any accounting period shall be 
ascertained by adding certain specified sums, including paid-up capital and 
past accumulated profits, and deducting therefrom the specified sums. “Capital 
emploved” is defined by s. 3 as meaning the capital of a company employed in 
Australia or in a Territory of the Commonwealth in gaining or producing 
the taxable profit. 

In .R. Comrs. v. Terence Byron Ltd. [1945] 1 All E.R. 636, the House of 
Lords affirmed the decision of the English High Court (Journal, April, 1944, 
p. 104) and the Court of Appeal (Journal, May, 1945, p. 175) that, for the 
purposes of English Excess Profits Tax, no reduction in capital is required 
to be made in the case of a theatre destroyed by bombing, and that this capital 
still remains “employed in the business” of the theatre proprietors. 

It is submitted that the above-mentioned capital would also remain “em- 
ployed in gaining or producing the taxable profit” as provided by s. 3 of the 
War-time (Company) Tax Assessment Act. 


PROFIT-MAKING TRANSACTIONS 
The appellant, a retired druggist, had since 1910 invested the whole of his 
savings in real estate. In August, 1924, he bought for £6,300 an estate in 
Scarborough. England, which he sold in one lot for £7,000 in December, 
1925. “In 1923 and 1924 he bought two other estates which he sold in lots 
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between 1923 and 1930, except about one-third of one of the estates, which 
he continued to hold. In 1923 he bought, jointly with his brother, a grocer, 
certain lands which were also sold in lots between 1923 and 1931. The 
appellant had never had an office or staff and the four transactions were 
carried out through solicitors, estate agents, etc. In a few instances he had 
built “houses on land which he had subsequently sold. He also owned other 
properties on January 1, 1925, and substantially the same properties on 
January 1, 1931. The General Commissioners held that the purchase and 
sale of the estate at Scarborough in 1924 was not a transaction in the nature 
of a trade, but that the three remaining transactions were in the nature of a 
trade and the profits therefrom were assessable separately. Held (1) that 
there was ample evidence on which the Commissioners could find as a fact 
that the appellant was carrying on a trade of dealing in land; (2) that, in 
computing the profits, all other properties held by him as stock in trade ought 
to be brought to account. (Hudson v. Wrightson (1934) 26 Tax Cas. 55.) 

In Broadbridge v. Beattie (1944), 26 Tax Cas. 63, land was bought which 
was suitable for development. Houses were erected thereon by building 
companies in which the ‘owners of the land were interested. The houses were 
conveyed direct to the purchasers by the owners of the land, subject to 
reservation of chief rents to themselves. Held that the transactions consti- 
tuted trading in lands by the owners thereof. 

In 1930, Gray, a builder and land dealer, contracted to buy a farm within 
two miles of Coventry, England. The next day he assigned a half share of 
the benefit of his contract to Gillitt, a grocer. In 1935 they disposed of part 
of the property to a development company and in 1936 they sold the rest of 
it to another development company in which they held more than half the 
shares, and of which they were the directors. Held that there was evidence 
on which the General Commissioners could come to the conclusion that the 


profit was assessable. (Gray and Gillitt v. Tiley (1944), 26 Tax Cas. 80.) 


DistRIBUTION Out oF S. 104 IncomME 
Whether Dividend Paid Wholly and Exclusively Out of Such 
Income 

The taxpayer, a shareholder in a private company, received the sum of 
£2,057 from that company during year ended June 30, 1941, and this sum 
was included in his assessment. The taxpayer claimed that £1,776/10/- 
thereof represented a dividend paid wholly and exclusively out of an amount 
in respect of which the company had paid or was liable to pay tax under 
s. 104 and that, therefore, the sum of £1,776/10,/- was subject to the rebate 
provided by s. 107. The question for determination was whether the sum of 
£2,057 was received by the taxpayer as one dividend in that sum or as two 
dividends, viz.. £1,776/10/- (rebateable under s. 107) and £280/10/-. (non- 
rebateable). On January 17, 1941, the shareholders distributed a sum includ- 
ing the £2.057 received by the taxpayer. At the next ordinary general 
meeting held on December 30, 1942, a minute of the previous meeting record- 
ing the payment of a single dividend was read and was immediately challenged 
by a shareholder. A resolution was thereupon passed to the effect that the 
minutes of the previous meeting were not a full and proper record thereof, in 
that the minute of the resolution purporting to declare a dividend of 11 per 
cent. out of the profits of the year ended December 31, 1939, did not show in 
what circumstances the resolution was passed, and for the purpose of correct- 
ing that minute resolutions were inserted in place thereof declaring two 
separate dividends as to 94 per cent. wholly and exclusively out of s. 104 
income and 14 per cent. out of the remainder of the 1939 profits. Held, 
accepting the evidence of witnesses who attended the first meeting, that the 
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resolution passed on December 30, 1942, was a correct record of the hap- 
penings at the meeting of January 17, 1941, and that, therefore, the taxpayer 
was entitled to the rebate provided by s. 107 in respect of the sum of 
£1,776/10/-. (Killen v. F.C. of T. (1945), 3 A.I.T.R. (not yet reported).) 

VALUE OF IMPROVEMENTS INCLUDED IN Lessor’s ASSESSABLE INCOME 

Demolition of Old Premises and Erection of New Premises 
by Lessee. 

The taxpayer granted a lease of certain property for a term of 25 years to 
a chain store company. The then existing building was not suitable for the 
lessee’s purpose and it was given the right to demolish the old building and 
erect a new building, in respect of which the lessee had no tenant rights. The 
taxpayer appealed against an assessment which included the sum of £181 
representing the annual instalment under s. 87(1)-(a) on the basis of an 
estimated value of £9,750 for the improvements at the expiry date. The 
taxpayer claimed that the Commissioner should have taken into account the 
value of the old building and based his estimate on the net advantage to the 
taxpayer. Held, claim disallowed, as the yearly instalments for the term of 
the lease must be calculated on the estimated value at the expiry date of the 
improvements effected by the lessee, and without regard to any previous 
improvements. (10 C.T.B.R. Cas. 12.) 

The decision in 10 C.T.B.R. Cas. 13 was to the same effect. 


LEASEHOLD Property SOLD ON TERMS 
Whether Giving of Security for Unpaid Purchase Money 
Amounts to Payment 
In June, 1935, a leasehold property was sold by the taxpayer with other 


assets for £8,700, payable—deposit £500, delivery £3,850, balance £4,350 in 
June, 1945. The property was conveyed to the purchaser, who executed a 
mortgage thereof to the taxpayer to secure the balance of £4,350 and interest. 
The profit on the lease, £1,640, was assessed as income of years ended June 
30, 1935 and 1940, in proportion to the respective parts of the total purchase 
money received by the taxpayer in those years. The taxpayer claimed that the 
whole of the profit was assessable as income of year ended June 30, 1935. 
Held that the assessment of 1940 was correct. (10 C.T.B.R. Cas. 11.) 

Section 83(1) provides that where consideration for the grant, assignment, 
etc., of a lease is payable in more than one amount, each such amount is 
deemed to be a “premium.” Section 84 provides that the assessable income 
of a taxpayer shall include any premium received by him in the year of income. 
In the above case, one member of the Board pointed out that the fact of 
giving security for the payment of the balance of purchase money actually 
negatived receipt by the taxpayer. “To give security for a debt is not to pay 
a debt (Permanent Trustee Co. of N.S.W. and another v. F.C. of T. (1940), 
2 A.I.T.R. 109, per Starke, J., at p. 112).” The member concluded by 
saying, “The taxpayer’s representative mainly relied on the case of F.C. of 
T. v. Thorogood ((1927) 40 C.L.R. 454). In my opinion, that case has no 
bearing on this case. The question before the court was not whether the 
income in question was ‘received,’ but whether it was ‘derived,’ by the tax- 
payer in the relevant year, and, as was pointed out by Isaacs, J. (at p. 458), 
‘derived’ is not necessarily ‘received.’ ” 


Section 104 Divirenp REcEIVED BY PRIMARY PRODUCER 


Whether Entitled to S. 107 Rebate in Assessment of Year Dividend 
Received or also in Assessments of Succeeding Four Years 
The taxpayer was a primary producer within the meaning of s. 157 of the 
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Commonwealth Income Tax Assessment Act, 1936-1943. During year of 
income ended June 30, 1942, he received from a private company a dividend 
which was paid wholly and exclusively out of an amount in respect of which 
the company had paid tax under Division 7 of Part III of the above- 
mentioned Act. In his assessment for year of income ended June 30, 1942, 
the taxpayer was granted the rebate provided by s. 107. In the taxpayer's 
assessment for year of income ended June 30, 1943, his rate of tax was 
calculated with reference to the average taxable income of the five years 
ended June 30, 1943, which was increased by reason of the inclusion of the 
above-mentioned dividend. The taxpayer claimed that he was entitled to the 
s. 107 rebate not only in respect of 1942, as was allowed, but also in respect 
of 1943 and subsequent years in which his average table contained the divi- 
dend. Held that the s. 107 rebate applied only to the assessment of year of 
income ended June 30, 1942, i.e., the year in which the dividend was received, 
and not to subsequent years. (Bourke v. F.C. of T. (1945), 3 A.LT.R.) 
“.. . the words of the section (107) in their natural meaning apply to a 
single increase of tax by a single inclusion of the dividend in a single assessable 
income,”’ per Latham, C.J. 


PAYMENT TO DROVERS 
Whether Subject to Pay-roll Tax 

The taxpayer company made payments to drovers under contracts which 
provided that the drover was to serve the owner of certain cattle and drove 
them to a destination, to obey all lawful instructions and to devote the whole 
of his time to droving the stock. The drover was to receive as remuneration 
a fixed sum per head duly delivered. The drover was bound, at his own 
expense, to find all necessary men, plant, horses and rations. 

Held that the payments made to the drovers were not “wages” within the 
meaning of s. 3 of the Pay-roll Tax Assessment Act and the taxpayer com- 
pany was not liable to pay-roll tax in respect thereof. (Queensland Stations 
Pty. Limited v. F.C. of T. (1945) (not yet reported).) “A person may be 
an employee and yet payments made to him by an employer may not be 
wages. It is necessary to examine all the terms of the relationship between 
the parties before determining whether or not a payment is wages in the 
ordinary sense of remuneration for services rendered. One person may hire 
the services of another simpliciter, so that the relation constituted between 
them is completely deScribed as that of master and servant. The position is 
the same if, for example, a workman is hired and he is to bring his own tools, 
but is to work under direction as to the manner of doing the work. In both 
of these cases the reward paid would be wages. But if A were to make an 
agreement with B that B should provide a fleet of motor cars and manage 
them as a hiring business for £100 per week, it could hardly be said that the 
money paid by A to B was wages. Similarly in the present case the payment 
made to the drover represents much more than a payment for his work. 
Payments under the contracts in question are not wages in the ordinary sense 
and do not otherwise fall within the statutory definition of wages. They are 
therefore outside the Act,” per Latham, C.J. 

“In a case where the ordinary relation of employer and employee clearly 
subsisted, a difficulty in fitting the remuneration into one of these five descrip- 
tions might not be an insuperable objection to liability to the tax. But here 
we are asked to begin by giving literal effect to the decision in Logan’s case 
that a relation of master and servant existed, to apply it blindly to the 
Pay-roll Tax Assessment Act, although the decision related to the principle 
commonly denoted by the phrase respondeat superior, and then by way of 
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consequence to drag the payments under one or other of the expressions 
contained in the words of the definition of ‘wages.’ 

“I think in the state of authority I have described we ought not to follow 
this course. We should on the contrary consider afresh whether the whole 
transaction can fairly be brought within the tax. So considering the matter 
I am clearly of opinion that it cannot,” per Dixon, J. 


TAXITIS 
In the following comparisons of English and Australian taxes on income, 
the English figures are taken from an official statement of changes in taxation 
to take effect in the year 1946-47. The Commonwealth figures for 1944-45 
in column (4) are at the rates imposed by the Jncome Tax Act, 1944, and 
may be compared with the English figures in column (2). Figures for 
1945-46, vide column (5), are the sum of income tax at. rates imposed by the 
Income Tax Acts, 1945 (Act No. 5 of 1945 as amended by Act No. 38 of 
1945) and ‘social services contribution for the current year at half rates. 
Column (6) shows the sum of income tax at the rates prescribed by the 
Inconve Tax Act (No. 2), 1945, and social services contribution at the full 
rate. The fair comparison between the two countries is provided by the 
figures in columns (3) and (6). 
Single person—Income all personal exertion 
English Income Commonwealth Income Tax and Social 
Tax and Sur-tax. Services Contribution. 
(2) (3) (4) (5) (6) 
Previous Proposed 1944-45 1945-46 If reduction 
Tax Tax Tax Taxes operating for 
full year. 


£ £ £ £ £ £ 


200 32 13 22 18 15 
400 111 86 95 89 82 
600 201 167 179 167 155 
1.000 381 329 355 334 312 
1,500 606 532 619 583 547 
2,000 856 757 951 898 845 


ded 


3,000 1,462 1,319 1,747 1,652 
4,000 2,125 1,944 2,622 2,481 
5.000 2,837 2,619 3,530 3,344 


Single person—Income all property 

200 39 19 18 15 

400 131 104 107 99 

600 231 194 22 207 192 
1,000 431 374 417 389 
1,500 681 599 766 721 675 
2,000 931 824 : 1,092 1,026 
3,000 1,537 1,387 2,02 1,914 1,802 
4,000 2,200 2,012 2,917 2,759 2,601 
5,000 2,912 2,687 3,626 3,422 

Whilst a comparison of the income taxes imposed by two countries is 
interesting, it serves no really useful purpose, unless enquiry is made into all 
other relevant factors such as the burden of indirect taxation and the benefits 
provided to individuals by way of medical care, education, family endowment, 
pensions, and the like. The writer is of opinion that on the ground of equity 
alone the Australian scale of progression is better than the English. But 
what is an equitable scale must be a matter of ever-changing opinion. On 
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the rival score of expediency, the English scale produces a greater “incentive 
to work” than the Australian. 


War-TIME (Company) Tax 

Capital Employed in Australia 

The taxpayer company was a subsidiary of an American company. During 
the relevant accounting period its accumulated profits were £146,676, which 
sum had been remitted to the United States and lent by the taxpayer company 
to the parent company at 14% interest. The interest was included in the 
taxpayer company’s assessable income and thus formed part of its taxable 
profit for purposes of war-time (company) tax. The Commissioner excluded 
the sum of £146,676 in calculating the capital employed during the accounting 
period on the ground that it was not capital employed in Australia and must 
therefore be excluded by reason of the definition of “capital employed” con- 
tained in s. 3 of the War-time (Company) Tax Assessment Act. The tax- 
payer company contended that s.24(1)(b) required that all accumulated 
profits should be regarded as part of the capital employed whether in fact 
employed within or without Australia. Held that effect must be given to the 
definition of capital employed in s.3 and that, accordingly, so much of the 
accumulated profits as were employed in the loan to the parent company were 
not capital employed within the meaning of s. 24. Harner Bros. First National 
Pictures Pty. Ltd. v. F.C. of T. (1945) (not yet reported). 


Lump SuM PayMENT FOR RIGHT TO SELL SWEETS IN THEATRES 
In 10 C.T.B.R. Cas. 70, the taxpayer unsuccessfully sought to spread a 
lump sum payment for the right to sell sweets in theatres over the period of 
the right. The Board also held that the expenditure was not deductible even 
in the year in which it was incurred, being of a capital nature. Moreover, as 


the taxpayer had merely a licence and not a lease he was not entitled to the 
sinking fund deduction provided by s. 88—see 8 C.T.B.R. Cas. 42. 


Drrectors’ REMUNERATION 


Whether sum determined as reasonable under S. 109 is allowable deduction 
under S.51 where remuneration represents bonus payable out of profits 
Section 109 provides that so much of any sum paid or credited by a private 
company and being, or purporting to be, remuneration for services rendered 
as exceeds an amount which, in the opinion of the Commissioner, is reasonable, 
shall not be an allowable deduction and the excess shall be deemed to be a divi- 
dend. In 10 C.T.B.R. Cas. 95, part of the remuneration paid to the directors 
of the taxpayer company took the form of a bonus payable out of the profits 
after providing for certain specified dividends. The Board held that a part 
of the bonus represented reasonable remuneration for services rendered, but 
there was a difference of opinion as to whether that amount could be allowed 
as a deduction under the Act. The majority held that, provided the bonus 
was in fact remuneration for services rendered, the amount determined as 
reasonable under s. 109 is the amount which is allowable under s. 51 (1) 
except to the extent that the remuneration was wholly or partly incurred in 
either gaining exempt income or carrying out some project of a capital nature. 
The dissenting member took the view substantially that the bonus was a 
distribution of profit as distinguished from a charge against profits; and that, 
in consequence, the terms of s. 51 (1) did not permit a deduction to be made. 
The majority, however, did not agree that because the bonus was a distribution 
or an application of profits the portion thereof determined as reasonable 
remuneration under s. 109 should not be allowed as a deduction under s. 51 (1). 

“Where the subject of an income tax is ‘profits’ (as it isin England, where 
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it is described as ‘the balance of the profits and gains’) it is merely a truism 
to say that ‘a payment out of profits and conditional upon their being earned 
cannot accurately be described as a payment made to earn those profits’ 
(Pondicherry Railway Co. Ltd. v. Commissioner of Income Tax, Madras 
(P.C.), 58 1.A. 239, as cited by Sir Wilfred Greene, M.R., in British Sugar 
Manufacturers Ltd. v. Harris, 21 T.C., at p. 548). A payment out of profits 
‘assumes profits have first come into existence. But profits on their coming 
into existence attract tax at that point, and the revenue is not concerned with 
the subsequent application of the profits’ (tbid.). Except in special cases 
which are irrelevant here the Commonwealth Act is not concerned with the 
taxation of profits as such. The general scheme is to assess the tax on the 
excess of assessable income over allowable deductions. The allowable deduc- 
tions include outgoings (not being of a capital or private nature) incurred in 
gaining the assessable income. The fact that an outgoing takes the form of 
an application of profits seems to me to have no bearing on the question 
whether it was incurred in gaining the assessable income. Section 109 is 
concerned with whether, and not how, the relevant outgoing was paid or 
credited and s. 51 (1) is concerned with the purpose for which, or the circum- 
stance in which, the outgoing was incurred and not with the means employed 
by the taxpayer for the purpose of providing for the outgoing.” 


INcomE Derived Prior TO ASCERTAINMENT OF RESIDUE 

In Corbett v. I.R. Comrs. (1938), 21 Tax Cas. 449, the taxpayer’s wife 
was entitled to a life interest in a share of her deceased father’s residuary 
estate. Before the residuary account of the estate could be made up, the 
executors paid to the taxnaver’s wife the sum of £6,000 on account of her life 
interest. Held (bv the English Court of Appeal following R. v. 1.7. Special 
Comrs. (ex parte Dr. Barnardo’s Homes) (1921), 7 Tax Cas. 646) that the 
£6.000 paid before the residue had been ascertained was not income of the 
beneficiary and was not assessable to income tax. 

In Cunard’s Trustees v. I.R. Comrs. [1945], 2 All. E.R. 23, sums were 
paid to a life tenant under the direction of a testator by the trustees out of 
capital as an addition to the income of a beneficiary. It is well settled that 
sums so paid are assessable income of the beneficiary (cf. Lindus & Horton 
v. 1.R. Comrs. (1933), 17 Tax Cas. 442). But in the instant case sums were 
mid out of corpus before the ascertainment of the residue. Held (by the 
English High Court, following Corhett v. I.R. Comrs., supra) that these sums 
were not assessable income of the beneficiary. 


DisPposaAL SALE 
Purchaser, as well as vendor, may object to value determined 


under S. 36 (3) 


In March, 1937, the taxpayer bought for £18,000, on a walk-in-walk-out 
basis, a grazing property together with livestock, etc. Separate values were 
not allocated to the assets. As the parties could not agree as to such values, 
the taxpaver employed an approved valuer to make a valuation of improve- 
ments and livestock. On the basis of that valuation, -made nineteen days after 
sale, the taxpayer claimed a deduction of £8,482 in her initial return for sheep 
and lambs bought. The Commissioner substituted a value of £6,898 without 
specifying details. The principal evidence for the taxpayer at the hearing of 
her appeal was given by the valuer. The Commissioner claimed, inter alia, 
that the taxpayer’s assessment could not be altered because the said sum of 
£6.898 had been included in the vendor’s assessment, which apparently could 
not then be amended. The Board of Review rejected the Commissioner’s 
claim and held (a) that the purchaser as well as the vendor has the right of 

D 
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objection against the value determined under s. 36 (3), and (b) that, on the 
evidence, the taxpayer’s claim for a deduction of £8,482 should be allowed 
(10 C.T.B.R. Cas. 14). “Not only the vendor but also the purchaser has the 
right of objection against the value which the Commissioner may in any case 
consider ‘fair and reasonable,’ and, upon reference to the Board, may produce 
evidence to show that some other amount should be substituted for the amount 
arrived at by the Commissioner. It is quite clear that whether or not the 
vendor objects, this cannot preclude the purchaser from objecting,” at pp. 
44-45, 
UNDISTRIBUTED INCOME OF COMPANY 
Taxable income is commencing point tn calculating undistributed 
amount 
The following points emerge from the decision of the Board of Review in 
10 C.T.B.R. Cas. 21: 

(a) Any losses or outgoings which were not allowed as a deduction from 

assessable income in calculating the taxable income are not deductible 
in arriving at the amount of undistributed income subject to the further 
tax under Part IIIA. 
Where a company has failed to exercise its right of objection against 
its assessment of taxable income for purposes of ordinary income tax 
it cannot resuscitate that right upon objection against the assessment 
of further tax under Part IITA. 

The above decision also applies to assessments against private companies 

under Division 7 of Part ITT. 


ASSIGNMENT OF AN INTEREST-BEARING DEBT 


Uninstructed by the maioritv decision of the High Court in Gair v. F.C. 


of T. (1944), 3 A.I.T.R. 143, I should have had no difficulty in saying that 
the position regarding interest accrued and accruing due on a debt prior to 
its assignment was as set out in the following three paragraphs: 


(1) If A bv deed of atft assigns to B a mortgave with interest accrued, 
and subsequently B receives full payment in discharge of the mortgage, 
what B receives is the principal sum due under the morteage plus 
interest accrued and due up to the date of payment. As between B 
and the mortgagor what is paid is the princinal with interest. The 
mortgagor does not pay to B a capital sum being the total amount 
owing at the date of gift plus interest from that date. Accordingly, so 
much of the total sum received by B on discharge of the morteage as 
is attributable to interest (including all arrears) is interest and there- 
for income in the hands of B. 

So also if B buvs the morteage with interest accrued. and the debt is 
subsequently discharged, what B receives is the principal sum due 
under the morteage together with interest accrued to date (including 
all arrears of interest). Any amount received bv B in resnect of 
interest is income in the hands of B. (See Leigh v. I.R. Comrs. 
(1927), 11 Tax Cas. 590, where a purchaser of mortgage bonds was 
held to be liable to tax on interest arrears received by him even though 
the arrears had accrued due mainly prior to the date he purchased the 
bonds. Williams, J., apparently agreed with this view in Gair v. F.C 
of T., 3 A.I.T.R., at p. 154.) 

On the other hand A, the seller, does not receive any amount as 
interest. As was said by Rowlatt. J., in [Viamore v. Thos. Sum- 
merson and Sons Ltd. (1925), 9 Tax Cas. 577, in respect of a sale 
of interest-bearing War Loan stock, “this stock is not sold like that 
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(real estate), it is sold en bloc for a sum for principal and accrued and 
accruing interest ; and it is not true to say in fact that in the purchase 
price there is necessarily to be found a sum as purchase money of the 
accrued interest exactly equivalent to the amount of interest which 
has accrued. In the first place it might be uncertain . . . whether it 
would be paid at all, but it is quite certain that it is not going to be 
paid yet....” And later: “The truth of the matter is that the seller 
does not receive ‘interest’ and ‘interest’ is the subject matter of the 
taxation. He receives the price of the expectancy of interest, and that 
is not the subject of taxation, and the whole thing, I think, really 
depends upon that fallacy.” 

Prior to the judgments of the High Court in Gair v. F.C. of T. supra I do 
not think that anyone would have seriously doubted these propositions. In 
Gair’s case, the taxpayer was assignee by way of gift of a second mortgage 
which was silent as to interest after the first year ended January 31, 1924. 
Interest for that year had not been paid, but was capitalised under the 
mortgage. The mortgage was secured over property in a deceased estate. 
In 1940 the first mortgage was paid off and the trustee paid the balance of 
the estate to the taxpayer. It was held that the excess received over the 
amount of the principal secured was not assessable to income tax. 

Latham, C.J., appears to have based his decision on this: that the trans- 
feree of a right to receive interest already accrued due does not, when that 
interest is paid, receive it as income. At p. 146 his Honour said: “If he pays 
£1,000 for the transfer of a mortgage upon which arrears of interest are due, 
he makes an investment of capital. Interest accrued due in the past, if it had 
been received by the original mortgagee, would certainly have been part of 
that mortgagee’s income. But when the original mortgagee deals with it by 
transferring the right to receive it to another person, it does not follow that 
such interest when received by that other person would be part of his income. 
Interest which accrued due after the transfer of the mortgage would be 
income derived by the transferee of the mortgage and he would be taxable in 
respect thereof. But interest which had fully accrued due before the transfer 
(as distinct from interest accruing during a current period but not having 
become due) would not be income derived by the transferee of the mortgage. 
The case of the gift of a mortgage cannot, in my opinion, be differentiated in 
any relevant respect from the case of the purchase of a mortgage. For these 
reasons I am of opinion that even if the amount of £2,136 had been payable 
as interest, and had been paid as interest, it would not have been income of 
the appellant.” 

With the deepest respect I cannot agree with his Honour’s reasoning. In 
such a case what is transferred is the mortgage and the rights attached thereto; 
may I be forgiven for saying that it is not such a case as that quoted by the 
Chief Justice, where the purchaser of a home assigns part of his salary to the 
vendor. In the latter instance, the purchaser is applying his income in pay- 
ment of his obligations and he cannot thereby escape tax on that part of his 
income which is so applied; in the former instance, the transferor is parting 
with an income-producing asset. This is alienation, and not application, of 
income. The transferee acquires the mortgage asset with all its attendant 
rights ; if interest in arrears at the date of the transfer is subsequently received 
by the transferee, he receives it as interest due to him as holder of the 
mortgage. If it is interest, it is assessable income in his hands. 

Williams, J., who with Latham, C.J., and Rich, J., gave the majority 
decision, appears to have expressed at pages 153-4 an opinion contrary to 
that of Latham, C.J., and to have decided that interest in the hands of a 
transferee of a right to receive accrued interest is income of the transferee. 
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It is submitted that the ratio decidendi in Gair’s case is to be found in the 
judgment of Rich, J., at p. 148, where, after pointing out that when.the first 
mortgage was paid off “the surplus of the proceeds of sale” was handed over 
to the appellant, his Honour went on to say: “Thus the appellant received a 
sum of money in satisfaction or part satisfaction of the debt owing to her as 
absolute owner in default of redemption. This sum did not, as I have already 
mentioned, include either damages or interest.” And see per Williams, J., at 
p. 155, where his Honour said: “The sum of £2,136 does not represent interest 
or damages assessed in lieu of interest at any particular rate. There has 
simply been, as I have said, the payment of a lump sum and nothing has 
occurred to make any part of that payment income..” 

It is submitted with the greatest respect that where a mortgagee (or his 
assignee, whether the assignment was by way of gift or sale) receives interest 
(whether such interest was in arrears or was accruing at the time of assign- 
ment and whether or not such arrears had been capitalised so as to attract 
compound interest) or damages assessed in lieu of interest, such interest or 
damages is assessable income of the recipient. In support of this submission 
I shall now endeavour to show that, in the light of subsequent decisions of 
the English courts, some of the reasoning in Gair’s case cannot be accepted 
as authoritative. 


Interest, Though Capitalised, Remains Interest 
Although McTiernan, J., dissented from the majority, he said, at p. 151: 
“In my opinion upon the assignment the transferee of the mortgage received 
only that sum of interest in arrear (i.e., interest for one year which was 
capitalised ) and the principal of the mortgage as one capital sum.” In other 
words, his Honour considered that when interest, which has been capitalised, 
is paid it is not received as interest but as capital. Latham, C.J., appears to 


have expressed a similar view at p. 145: “The sum of £189 which had become 
due during the first year for interest had beer capitalised under the pro- 
visions of the mortgage.. Accordingly, none of the moneys paid to the 
appellant were paid strictly on account of interest.” 

But in J.R. Comrs. v. Oswald (1945), 61 T.L.R. 370, where the House of 
Lords decided that the capitalisation by a mortgagee of arrears of mortgage 
interest does not constitute payment by the mortgagor of such interest, each 
of the noble and learned Lords made it clear in their speeches that interest 
which is capitalised nevertheless remains interest. 

Lord Macmillan said: “The unpaid interest never ceases to retain its 
character as interest, although it has from time to time been added to the 
capital indebtedness and has carried interest in turn.” And later: “In my 
opinion, whatever is paid now out of the available fund to the mortgagee’s 
representatives over and above the original capital loans is in law a payment 
of interest . . 

Damages for Detention of Debt is Interest 

An important, though not the deciding, consideration in Mr. Justice Wil- 
liams’ judgment: was his opinion at p. 155 that “damages for a breach of 
contract by detention of a debt are not income.” A recent and subsequent 
decision of the English Court of Appeal in Westminster Bank Ltd. v. Riches 
(1945), 61 T.L.R. 470, is to the contrary. Affirming the trial judge, the 
Court of Appeal unanimously held that an award of “interest” on a debt is 
nevertheless “interest of money” chargeable to tax even though it is awarded 
as compensation to the injured party and may, therefore, be described and 
justified as being interest “by way of or in the nature of damages.” 

In that case the trial judge, Evershed, J., examined the decision of the 
House of Lords it Cook v. Fowler (1874), L.R. 7 H.L. 27 (which was cited 
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by Latham, C.J., and Williams, J., in Gair’s case) and concluded that there 
the noble and learned Lords were stating a general principle that in the case 
of a deed of covenant which is silent as to interest after default in payment 
on the due date, interest after that date must be claimed not as part of the 
debt but as damages for its detention. But he proceeded: “The proposition 
that interest is awarded as damages, or by way of damages, as in Cook v. 
Fowler, imports the justification for the award or for the rate awarded, but 
does not affect the quality of interest as such, or distinguish, so far as relevant 
to the present inquiry, the interest so awarded (as, for example, in the case 
of a mortgage silent as to interest after the redemption date) from the interest 
in the terms stipulated in the contract (for example, stipulated interest up to 
the redemption date in a mortgage ).” 

In the Court of Appeal, Cohen, J., expressly agreed with the above opinion 
of Evershed, J. Du Parcq, L.J., said: “Interest, payable as such under a 
statute, is none the less interest because it is awarded to compensate the 
plaintiff for what he has lost through the defendant’s delay in paying a just 
debt.””. And Morton, L.J., said: “{ think that the true view is that a sum 
awarded as interest does not lose its quality of interest because it is awarded 
as compensation to the plaintiff for being deprived of the use of his money.” 

lf a sum awarded as compensation or by way of damages for detention of 
a debt is interest, then clearly it is income. On the authority of Riches’ case 
it is submitted that the opinion to the contrary expressed by Williams, J., in 
Gair’s case cannot be supported. 


JoInT OWNERSHIP OF PROPERTY 
In 10 C.T.B.R., Cases 105 and 106, s.94 was unsuccessfully invoked by 
the Commissioner in relation to income derived from property jointly owned 
by a husband and wife. The following is an extract from the Board’s decision 
in Cas. 156 at pp. 308-30): 

“Let it be assumed that in each cas¢ the husband came to this country 
with money (or money's worth) which belonged to him alone and then 
purchased—in the joint names of himself and his wife—property yielding 
rents and securities bearing interest. Our view is that in such circum- 
stances there could not be any assessment of the ‘partnership’ under s. 94 
and that there would be no alternative to assessing the husband and wife 
on their respectivé shares of the net income, unless the joint ownership itself 
were successfully challenged—e.g., on the ground that either the husband 
or the wife did not have the beneficial ownership of his or her share of the 
property held in the joint names.” 

MAINTENANCE OF WIFE AND CHILDREN 

The taxpayer, a dancing teacher, claimed a deduction of £342 paid to his 
wife, allegedly as wages. ‘The wife materially assisted her husband and was 
occupied tor approximately 40 hours per week in his business. Part of the 
sum represented the amount paid for the wife’s accommodation at a hotel 
where she and the taxpayer resided. The balance represented varying weekly 
sums paid to the wife, and admittedly the total was an estimate. No formal 
arrangement had ever been made between husband and wife as to employment. 
The wife’s income did not appear in the income tax list of employees and no 
deductions for income tax instalments were made from the sums paid to her. 


Held, claim disallowed (10 C.T.B.R. Cas. 87). 


SPECIAL ASSESSMENTS 


In October, 1939, the taxpayer, who then proposed to leave Australia, 
lodged a return of income from July 1, 1939, up to the projected date of 
departure. A notice of assessment under s. 168 was thereupon issued. Tax, 
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amounting to £108, was levied at the rates in force under the 1939 Rating 
Act. The taxpayer did not in fact leave Australia, but in February, 1940, 
engaged in a business and up to June 30, 1940, sustained a loss of £163. He 
lodged a return for the second period and claimed a refund of tax by reason 
of the loss. The Commissioner amended the above assessment, but although 
the taxable income was reduced, tax was levied at the greatly increased rates 
imposed by the 1940 Rating Act, with the result that the amount of tax was 
increased to £453. The taxpayer claimed that although the Commissioner 
was authorised to amend the original assessment by bringing to account 
further income and deductions, tax should have been assessed at the 1939 
rates. Held, claim disallowed (10 C.T.B.R. Cas. 16). “What had been a 
full and true disclosure (within the meaning of s. 170) in October, 1939, no 
longer merited that description at June 30, 1940, because in the preceding five 
months the taxpayer had earned additional assessable income,” at p. 50. 


RECOVERY OF TAx Parp ON INTEREST ON GOLD DoLLar Bonps 

Although interest on Commonwealth and State Gold Dollar Bond Loans 
raised on behalf of Australian Governments in the United States of America 
is assessable income (Ervin v. F.C. of T. (1935), 53 C.L.R. 235), the High 
Court decided in Magrath v. Commonwealth (1944), 69 C.L.R. 156; 3 
A.I.T.R. 39, that according to the terms of the Commonwealth Bonds the 
Commonwealth promised the holder that the interest, after having been paid 
to him in full, would not form part of his assessable income for the purpose 
of Commonwealth income tax. Advice has been received confirming a reported 
statement in “The Chartered Accountant in Australia” (November, 1945) by 
Mr. R. W. Chenoweth, Deputy Commissioner for Victoria, that the Common- 
wealth Treasurer has directed that such interest should be excluded from 
assessments made after the date of the Magrath decision. 

So far as past assessments are concerned, tax already collected on such 
interest will be refunded only where a claim is received from the taxpayer 
or his representative. The procedure to be followed was stated by Mr. 
Chenoweth to be: “The Treasurer has directed that where claims are received 
from taxpayers for refunds of tax paid in respect of interest on the bonds, the 
Commonwealth Treasury shall pay to the taxpayer an amount equivalent to 
the tax paid on the interest on the bond. Payment by the Treasury will be 
made on the certificate of the Commissioner of Taxation. Where such claims 
are received, calculations will be made of the amounts that would be refunded 
if assessments were amended to exclude therefrom the interest on the bonds. 
The claim will then be forwarded for transmission to the Treasury, who will 
doubtless refund the cash.” 

SALE OF BUSINESS ON WALK-IN-WALK-OUT Basis 
No Amount Specified in Contract in Respect of Goodwill 

In 10 C.T.B.R. Cas. 29, the taxpayer bought a business for £4,000 on a 
walk-in-walk-out basis. No separate amount was allocated for goodwill in 
the contract of sale, but the purchaser made an apportionment of the sum of 
£4,000, allocating £1,559 to goodwill, and claimed a sinking fund deduction 
in respect of that sum. Held (by majority) claim disallowed, as no deduction 
could be allowed under s.88(1) unless there is an ascertained or readily 
ascertainable sum which is unmistakeably a “premium.” 


EXPENDITURE INCURRED PARTLY IN PropucING ASSESSABLE INCOME 
AND PARTLY FOR PRIVATE PURPOSES 
The taxpayer rented a suite of offices and employed a staff to attend to his 
own affairs and those of certain clients. He was trustee for several estates, 
etc., with assets valued at over £500,000. His private assets were worth more 
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than £200,000. Expenditure on salaries, rent and office expenses amounted 
to £1,419, of which taxpayer claimed £1,219 as expenditure incurred in 
earning his trustee’s fees totalling £900. The Commissioner allowed £250. 
The Board of Review allowed £800 (10 C.T.B.R. Cas. 51). 


EXPENDITURE ON Bores 
A taxpayer claimed a deduction under s.51 (1) of expenditure which he 
described as “well boring—(bore failed )—£173.” Held, claim disallowed as 
the expenditure was of a capital nature. (10 C.T.B.R. Cas. 89.) 


No Ricut oF OBJECTION TO ASSESSMENT FOR PROVISIONAL TAX 

Section 221YA (3) of the Income Tax Assessment Act, 1936-1945, pro- 
vides that the ascertainment of the amount of any provisional tax shall not be 
deemed to be an assessment within the meaning of any of the provisions of 
the Act. Accordingly, provisional tax is not subject to objection and appeal 
under Part V, Division 2, of the Act because s. 185 gives a right of objection 
only to a taxpayer who is dissatisfied with “any assessment under this Act.” 
At a recent meeting of the Victorian Division of the Australian Chartered 
Accountants’ Research Society, Mr. R. W. Chenoweth, Deputy Commissioner 
in Victoria, said: “Any taxpayer can call at the Taxation Office and prove 
that, owing to a definite and absolute change in the nature of his income, or 
other circumstances, the current year is bound to result in a very diminished 
return. The extra provisional tax is then deferred by extension of time for 
payment for, say, some nine or twelve months in order not to inflict hardship. 
Many cases of this type have already occurred.” (The Chartered Accountant 
in Australia, November, 1945.) 

PAYMENTS TO RELATIVES 

The taxpayer carried on business as a manufacturer of a particular kind of 
drink. He claimed to have paid amounts of £1,211, £1,312 and £1,312 to his 
son as remuneration for years ended June 30, 1937, 1938 and 1939. ~The 
Commissioner allowed a deduction of £750 for each year. Evidence was given 
that, as a result of his son’s studies and activities, certain processes were 
perfected and applied in the business which greatly increased its trade. J/eld, 
claim allowed (10 C.T.B.R. Cas. 88). And see 10 C.T.B.R. Cas. 36, where 
the Board increased the sum allowed by the Commissioner under s. 65 in 
respect of commissions paid to the taxpayer’s son. 

FuNp For Puslic CHARITABLE PURPOSES 

“It is clear from the authorities cited by Lord Greene, M.R., in Re Compton, 
Powell v. Compton ({1945] 1 All. E.R. 198) and from the speeches in the 
House of Lords in Keren Kayemeth Le Jisrdel Ltd. v. 1.R. Comrs. ( (1932) 
17 Tax Cas. 27) that the law recognises no purposes as charitable, unless it is 
of a public character, that is to say, for the benefit of the community or an 
appreciably important section of the community, and not merely for the benefit 
of private individuals, or a fluctuating body of private individuals, and unless 
the section of the community is sufficiently defined and identifiable by some 
common quality of a public nature. These principles apply . . . to all charitable 
trusts,” per Lawrence, L.J., in Trustees of Sir Howell Jones Williams Trusts 
v. I.R. Comrs. [1945] 2 All. E.R. 236, at pp, 240-241. In Keren v. -J.R. 
Comrs., supra, the class.to bé benefited was Jews, who were to be settled in 
Palestine, Syria and Turkey. They might come from any part of the world. 
In Williams Trusts v. I.R. Comrs., supra, the class included anyone of Welsh 
descent or anyone who had been born or educated or who had resided in 
Wales or Monmouthshire. In both cases it was decided that it was impossible 
to hold that a trust for such beneficiaries was a good charitable trust. Accord- 
ingly, the trust income was not exempt from income tax. 
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Correspondence 


J. A. L. Gunn, Esq., 


Sub-Editor, The Australian .4ccountant. 


Dear Sir, a 

A little problem has cropped up in the matter of income tax about which | 
would be grateful to have your opinion. 

If a wife of a taxpayer had an income from property of, say, £60 and was 
paying life assurance premium of £20, would the taxpayer be entitled to claim 
a deduction from his assessment for his wife as being wholly dependent on 
him? Further, if part of the wife’s income is derived from dividends which 
are non-taxable, must such dividends be included when computing as to 
whether her separate income is over £50 per year? 

It is possible that the circumstances are of frequent enough occurrence to 
justify the inclusion of a paragraph in your Taxation Section in the magazine, 
but of that you would be the best judge. In any case I would be very 
grateful if you could find time to consider the problem. 


Yours faithfully, 
AS. 
CONCESSIONAL REBATE FOR SPOUSE 

The answer to the problems raised in your letter of January 21, 1946, 
depends on the interpretation of s. 160 (2)(a), which provides for a con- 
cessional rebate of tax in respect of the spouse of a taxpayer if the spouse is a 
resident and is wholly maintained by the taxpayer. A spouse is deemed to 
be wholly maintained by the taxpayer “if the separate net income derived 
from all sources by the spouse .. . . in the year of income” does not exceed 
£50 (in year ended June 30, 1945) and the taxpayer contributes to the 
maintenance of the spouse. 

“Separate net income” is not defined in the Act. Interpreting this phrase 
in accordance with ordinary concepts, I am of opinion that it means the gross 
income in his own right derived by a person less all expenses incurred in 
earning that income. Accordingly, a wife in receipt of a net income of £60 
from rents who paid her own life insurance premium of £20 would not be 
deemed to be wholly maintained as defined above. The life insurance premium 
is not an expense incurred in earning her separate income. 

I am of opinion also that the phrase “separate net income derived from all 
sources” includes income specifically exempted irom tax. The words “from 
all sources” are in my opinion to be read literally and are wide enough to 
include exempt income. Hence, a wife who derived interest in excess of £50 
in year ended June 30, 1945, from tax-free. Commonwealth securities would 
nevertheless not be wholly maintained within the meaning of s. 160 (2) (a). 

It is to be observed that the proviso refers to income derived by the spouse. 
Thus, if in the year of income a wife received a substantial legacy under a will 
or a gift of money or a prize in a lottery, such moneys would not be included 
in any computation of her “separate net income.” 

In respect of income year ending June 30, 1946, the permissible separate 
net income of a spouse or female relative or daughter-housekeeper has been 
increased by amending Act. No. 4 of 1945. The amendment enables a rebate 
on a reducing scale to be allowed in cases where the separate net income 
exceeds £50, but is less than £100. Generally speaking, the amount on which 
the spouse rebate is based is £100. Where, in vear ending June 30, 1946, and 
subsequent years, the separate net income of a spouse is £50 or less, the rebate 
is based on £100. If, however, the separate net income of the spouse is, say, 
£60, the rebateable amount is £80, arrived at as follows: 
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Excess of separate net income (£60) over £50 = £10. 
Proportion of £100 (maximum rebateable amount where taxpayer's taxable 
income is £300 or more) which the excess bears to £50 is: 


10 f £100 = £20. 
50 
The rebateable amount is therefore £100 — £20 = £80. 
Yours faithfully, 
J. A. L. Gunn. 
The Editor, 
The Australian Accountant. 
VALUATION OF STOCK-IN-TRADE 

The article by Mr. J. A. L. Gunn in the November issue of the Australian 
Accountant should do much to assist in clarifying the interpretation of s. 31 
in regard to the valuation of stock-in-trade. No one will deny that the Income 
Tax Acts now practically compel the accountant to maintain his records for 
taxation requirements, and the sooner the legislation is amended to clarify the 
intention of s. 31 the easier it will be for accountants and executives to handle 
their cost and taxation problems. 

I refer particularly to the meaning of “cost price.” Generally, the term 
“cost” is accepted as the “landed cost,” i.e., actual invoice price plus all 
charges incurred in getting the goods to the works, or converting materials 
into such a condition that it becomes the raw materials to commence 
manufacture. 

As the Act is at present, it would appear that there is no specific duty to 
value the stock at “landed cost,” although Mr. Gunn knows that officers of 
the Department accepted “landed cost” as “cost price.” 

So as to reduce the incidence of taxation whilst the present rates are high, 
there is apparently no reason why stocks at 30th June, 1945, should not be 
valued at “cost price’ (i.e., invoice price), which, for practical purposes, 
merely postpones the taxing of assessable income arising from the sale of this 
stock, since it is hoped that further relief will be forthcoming in the near 
future. 

This aspect, unfortunately, does not dovetail with the principles of costing, 
and quite frequently causes a dilemma in the cost office—are the records to 
be on sound costing principles or in conformity with taxation requirements? 

D. McD. HuTcHINSs, A.1.C.A., A.C.A.A. 





The Australasian Institute of Cost Accountants 
ANNOUNCEMENT OF NEW BULLETIN SERVICE 

The National Association of Cost Accountants, New York, for many years 
past has been operating a series of Cost Bulletins twice a month. These 
publications are of outstanding quality and have world-wide circulation. The 
bulletins are looked upon as being up-to-date, informative and authoritative. 
These books have contributed to a marked degree towards the success of 
industry in America. 

Manufacturers and all engaged in Australian industry are becoming more 
and more aware of the necessity for the abandonment of unhealthy cost con- 
cepts developed during the war owing to the cost-plus basis of contract. It is 
generally recognised that the exigencies of war made these arrangements 
essential in order to obtain production and delivery virtually irrespective of 
cost, but giving a means of checking to see that profits to the individual were 
not excessive. Australian industry in the post-war period should be able to 
step up its efficiency as the result of war-time experience, but the determining 
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factor for success will undoubtedly be low cost comparable with good quality 
in the open competitive market of free enterprise. 

The Australasian Institute of Cost Accountants has now commenced a 
bulletin service along the lines so ably pioneered in America. The first issue, 
made available towards the close of last year, commences a new serial pub- 
lication which is aimed at being up-to-date, authoritative and topical, bearing 
in mind the necessary emphasis to be placed on efficiency, quality and cost so 
necessary to industry in the post-war period. In due course other bulletins 
will be issued, at first quarterly, but eventually it is hoped that regular Cost 
Bulletins will be issued on a monthly basis. ‘ 

Subscribers will notice that the first publication is punched. Arrangements 
have been made with the printers to supply a suitable loose-leaf file in which 
loose bulletins may be retained until such time as sufficient have been issued 
to warrant binding. 

The first publication will initiate a topical discussion on Stock Inventory 
policy compiled from a study of information obtained through the courteous 
co-operation of the Chamber of Manufacturers of Victoria, in an industrial 
survey carried out by the Research Group of the Victorian Division of the 
Institute. Several hundred manufacturers replied to a questionnaire for- 
warded by the Chamber and prepared by members of the Cost Institute. The 
study conducted on these answers provides an outstanding contribution to 
business literature. 

The Institute advises that the second bulletin, to be published at an early 
date, will continue and conclude the discussion on Stock Policy. 

The bulletin service is being issued free to members of the Australasian 
Institute of Cost Accountants but subscriptions will be accepted from interested 
readers on the basis of 10/6 per year subscription, or a cost of 2/6 per single 
issue. 





Accounting Concepts of Capital and Income 


(The inaugural Commonwealth Institute of Accountants lecture in 
accounting delivered in the Perth University on Tuesday, October 30) 


By N.S. Youne, A.u.A. (Commerce), F.1.C.A. 


This is the second lecture in a bracket of three which it has been my privi- 
lege to be invited to deliver under the auspices of the Annual Lectureships in 
Accountancy established by the Commonwealth Institute of Accountants in 
the Universities throughout Australia. 

As this is the inaugural lecture in the Perth University, before I open up 
the subject of tonight’s discussion I should like to tell you something of these 
annual lectures, to exp!ain briefly why they have been established and to refer, 
in passing, to the purpose w hich the Council of the Commonwealth Institute 
of Accountants hopes they will fulfil. 

This year, it is expected, will mark the acceptance by every University in 
Australia, including the Canberra University College, of an endowment by 
the Commonw ealth Institute of Accountants for the purpose of financing the 
cost of the lectures. It will also mark, we hope, the beginning of a new and 
mutually beneficial re‘ationship between the accountancy profession as a 
whole and the Australian Universities. 3: 

A panel of lecturers, selected from members of the Institute, residing in 
different parts of Australia, has been drawn up, from which panel.a joint 
committee of the University and the Commonwealth Institute in each State 
will make an annual ‘choice of the person to deliver the lecture in that par- 
ticular State. By this means we aim to encourage research in accountancy on 
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an Australian-wide basis, and to develop the free exchange of views on ques- 
tions of common professional interest, unrestricted by the prejudices and 
preferences of local usage or habit of thought. 

I notice that I have used the word “research” for the first time. In this 
word we have the clue to the reason and the objective which lie behind the 
establishment of these annual lectures. They are primarily to be research 
lectures, by means of which a continuous and critical review of existing 
standards of professional practice can be maintained. In a modest way it is 
to be hoped that they will play their part in assisting to educate accountants 
for the greater responsibilities which the profession is being called upon to 
accept. For a more adequate explanation of these matters, and for a very 
comprehensive and provocative treatment of the work already accomplished 
in other parts of the world in the sphere of accounting research, I would 
refer you to the lecture given by Mr. A. A. Fitzgerald, a past president of 
the Commonwealth Institute of Accountants, in the Melbourne University in 
October, 1940, entitled “The Field for Research in Accountancy.”? 

There is no need to disguise the fact that in the rapid growth of accountancy 
as a profession, and probably because of it, there has been an overwhelming 
emphasis both by teachers and practitioners on method or practice, to the 
exclusion of the underlying theory or basic principles upon which the 
accounting mechanism rests. In the past we have been taught how to record 
the financial operations of enterprise activity rather than why we should so 
record them; in other words, we have been trained primarily as bookkeepers 
rather than as accountants. As a general rule where accountants employ 
divergent and inconsistent practices in dealing with a common subject matter 
or problem, lack of agreement or uniformity can frequently be traced to the 
neglect or disregard of some fundamental concept. 

This fact has been strikingly demonstrated during the last few years when 
the snotlight of official inquiry has been focused by the Prices Controller and 
the Taxation Commissioner on the effect which the different managerial 
practices employed in accounting for unsold stocks at balance date have had 
on the determination of gross profit margins (prices control) and the quantum 
of gross profit (income tax). Here we can note confirmation of the observa- 
tion made by Professor Greer of the University of Chicago referred to in my 
previous lecture, namely, that the accountant must become increasingly con- 
scious of the fact that “his findings, and the manner in which he sets them 
forth, are becoming the basis for significant decisions and policies, not only in 
business affairs, but in economic, social and political matters as well.”? 

In tonight’s lecture I propose to direct your attention to a phase of 
accounting theory and practice which not only provides “the central problem 
of accounting” (to use Gilman’s description?) but in which reside the 
explanation and reason for the development and continued growth of the 
profession of accountancy itself. Professor F. A. Fetter, an American 
economist, after definine accounting as “the calculus of capital and income,” 
goes on to say that whilst “this*complex calculation may be the bane of the 
accountant’s existence it is what makes necessary his services and generous 
fees."* It is in the capitalist, as distinct from the Socialist or Communist 
state, that the accountant will find the greatest demand for his services or. 
as one writer puts it. “no canital. no accountants.” The professional work 
of accountants is therefore closely bound up with the economic system of 
private enterprise and ownership. 

The importance of tonight’s subject from an accounting standpoint is 
fundamental hecause the successful operation of the entire system of record- 
ing and classifying the financial transactions of enterprise activity in books 
of account is hased upon the accountant’s ability to recognise and distinguish 
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those transactions which are of a capital nature from those which are of an 
income or revenue nature. In this connection Sanders considers that “if the 
nature of capital and income could once be agreed upon it would furnish the 
key to the treatment of most accounting questions.”® 

There can be no doubt that practically all major accounting problems on 
which there are differences of opinion and in respect of which there are 
divergent practices have their roots in this basic concept. Whenever the 
accountant is required to determine whether a transaction should appear in 
the annual profit and loss account or in the balance sheet he is endeavouring 
to distinguish the capital and income elements of enterprise activity, a dis- 
tinction which according to May “is becoming increasingly difficult to draw 
under the complexities of modern business.” It is therefore only by a 
consideration of the problems involved in this classification that we shall 
obtain a proper understanding of the basic concept of separating income from 
capital in the sphere of accounting. As the separation is largely dependent 
upon the correct construction of the annual profit and loss account it is not 
surprising that in recent years the trend of accountancy research has been 
directed towards the improvement of professional standards employed in the 
calculation of periodic net profit or loss resulting from enterprise activity. 

The nature of tonight’s paper would, on first consideration, suggest the 
desirability of submitting an accountancy definition of capital and income. 
This has already been attempted by numerous writers, with. I am afraid, 
unsatisfactory and inconclusive results. I have already indicated that the 
concept is a broad one rather than a narrow or precise one. Fundamentally, 
as I have pointed out, it has to do with the rules or conventions which are 
applied in practice in determining whether a particular transaction should 
appear in the annual profit and loss account or in the balance sheet. 

It is as well at the outset to recognise that the use of the terms “capital” 
and “income” is not restricted to the language of accountancy. These terms 
are to be found in economic text-books; they are scattered through numerous 
Acts of Parliament; and they have given rise to considerab'e judicial dicta 
in cases where the courts have been asked to interpret statutorv provisions 
governing the rights of life tenant and remainderman, the liability of the 
subject to assessment for income tax, and the legality or otherwise of pro- 
posals to pay or the payment of dividends by companies registered under the 
Companies Acts. The apparent conflicting, inconsistent and varied use which 
has been made of these terms by accountants, economists, judges and lawyers 
is, I submit, another reason why it is quite beyond the bounds of human 
ingenuity to compress into a rigid set of definitions al comprehensive and, at 
the same time, an all-purpose description of the infinite variety and range of 
property and contractual rights and obligations which give rise to the problems 
of separating and distinguishing capital from income. In any event, we are 
only concerned tonight with how this separation is effected by accountants. 

Mr. Justice Pollock»then Master of the Rolls, in a leading British income 
tax case, not only recognised the difficulties ffivolved in effecting a clear-cut 
separation of these two elements, but the futility of seeking a solution of such 
difficulties in the form of a restrictive definition. As he put it, “Now what 
is capital and what is attributable to revenue account I suppose is a puzzling 
question to many accountants, and I do not suppose that it is possible to lay 
down any satisfactory definition.”” 

I think as we proceed with our enquiry tonight we shall agree that Mr. 
Justice Po'lock’s conclusion is to be preferred to that of Dicksee, the English 
accountant and text-book writer, who, in his book on auditing, expressed the 
view that “the problem will be found to be simplicity itself.’”’® 

Actually, in the present state of the development, or rather I should say 
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the confusion, of accountancy terminology, revenue or profit rather than 
income are the terms more generally eniployed to describe non-capital items 
or the gain resulting from the employment of capital in business, prefixed by 
a descriptive adjective to give them'a more definite meaning, e.g., net profit, 
gross profit, operating profit, capital profit, etc. 1 wish to repeat therefore 
that when I use the expressions “capital” and “income” in this paper, un!ess 
a contrary intention is stated, I am fundamentally concerned with the dis- 
tinction which has to be made between those transactions which properly enter 
into the determination of periodic profit or loss resulting from the normal 
operations of the business—these are the income transactions—from those 
which do not enter into this calculation—this residue will represent the capital 
transactions, at least in the first instance. The exact line of demarcation 
however is difficult, in fact almost impossible, to fix, because, as pointed out 
by Sanders, “the manner in which capital and income intermingle with each 
other, the income stream emerging from the capital funds, only in large part 
to rejoin them, creates a situation where nobody can make positive assertions 
with complete assurance.’”® 

Before proceeding too far it is important that some brief reference be made 
to the reason why accountants are required to distinguish the financial trans- 
actions of an enterprise (whether they be outgoings or incomings) and to 
decide whether they are to be attributed to capital or to income or, as May 
puts it, “whether amounts receivable or payable shail be carried once and for 
all to the income account or to the capital account or, alternatively, how, and 
when, amounts which have been carried in the first instance to the capital 
account, shall be transferred to the income account.”! 

We do not have to seek far for the reason. It is to be found in the necessity 
of calculating, or, to be more accurate, in estimating, whether the enterprise 
has made a profit or a loss during the period covered by the profit and loss 
account, usually twelve months. And so we have the “accounting period 
convention,” a convention which, according to Gilman, “is directly responsible 
for the numerous problems of capital and revenue.”!! It is, I think, self- 
evident that the income or profit derived from a single liquidated commercial 
transaction is not difficult to calculate. It is only when business enterprise 
assumed the character of long-term life with a permanent invested capital as 
the means of carrying on operations that the need, and incidentally the diffi- 
culties, arose of “breaking the continuous stream of business operations into 
time sections.”!* “Prior to the adoption of accounting periods there was no 
real consideration of capital and revenue; the earlier accountants were never 
troubled with such matters.”!% 

Here, then, we can see why accountants, faced with the difficult problem of 
determining whether a profit or a loss had resulted from the employment of 
capital in an enterprise the activities of which would normally extend over a 
lengthy but indefinite period, and where the calculation had to be made at 
intervals and could not await the final outcome of the enterprise, were forced 
to use conventions, conventions which incidentally invested their calculations 
with an appearance of exactness which was far removed from reality. 

Let us take the case of a newly incorporated company. The amount of 
money or other valuable consideration contributed to the enterprise by the 
shareholders will be credited to the capital account. This money will then be 
used by the enterprise to acquire assets with which to engage in business; 
these assets will differ materially in character ; some of them, known as fixed 
assets, will be retained more or less permanently and used as the means of 
producing or carrying on business, the value of which will gradually be 
exhausted by this process, whilst others, known as current assets, will be held 
for re-sale or in order to finance the cost of production, selling, distribution 
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and administration. This classification conforms fairly closely to the dis- 
tinction between fixed and circulating capital drawn by Mill, which, according 
to Marshall, is generally accepted by modern economists, viz., fixed capital is 
capital which “exists in a durable shape and the return to which is spread over 
a period of corresponding duration,” whilst circulating capital is capital “which 
fulfils the whole of its office in the production in which it is engaged by a 
single use.””!4 

This of course is not another way of saying that the value of the assets of 
an enterprise at any given date will equal its capital because once business 
operations are put in train the assets will include an unidentifiable moiety 
representing the claims of creditors. 

In a very short space of time the capital account to which the shareholders’ 
funds were credited will lose much of its significance as a reliable measure of 
the amount of the real capital of the enterprise. Immediately the original 
funds are committed to the purchase of assets, these assets at once become 
subject to the vagaries of the market and the risks inherent in all forms of 
enterprise activity ; before the enterprise is finally liquidated, apart from loss 
in value through use or the passage of time, they may appreciate or depreciate 
in value from a number of causes which need not at present be considered, 
In the present state of accountancy practice no attempt is usually made to 
record the market movement, whether up or down, in the value of fixed assets. 
These assets, by convention, are usually retained in the books at cost from 
which figure a periodic deduction is generally made to cover depreciation 
or amortisation. It is only when fixed assets are realised, thus providing 
objective verifiable evidence of value, that profit or loss from this source is 
recorded. Current assets, on the other hand, are not usually pegged to cost 
but are reported on the basis of recognising downward, but not upward, 
trends in value or probable realisation. The foregoing viewpoint is repre- 
sentative of the accountant’s approach to the determination of profit from 
whatever source it arises—the realisation test is almost invariably applied. 

With the progress of successful operations we shall also find that as a rule 
the enterprise, in order to meet its expanding business, will retain portion of 
the profits which have been realised from manufacture or trading as a means 
of supplementing the original capital resources. Profits retained in this way 
become invested in and intermingled with the assets acquired by the company 
from the original contributions of capital made by the shareholders. 

By the time this stage has been reached it is quite impossible to ascertain 
the real capital of the company by reference to its balance sheet, in fact we 
are justified in saying that having regard to the complexities of modern 
business conditions the real capital of an enterprise defies precise mathematical 
calculation. During the war the Commonwealth Parliament had to face this 
problem in the Wartime (Company) Tax Assessment Act and in section 24 
of that Act provided a legis!ative formula of how the capital of a company 
was to be determined. Reference to that formula will show quite clearly the 
extent to which Parliament had to rely upon arbitrary rules in order to reach 
a satisfactory workable basis which could be given general application in 
commerce and industry. 

If the real capital employed in a business cannot be determined from the 
balance sheet because, inter alia, the assets in which the capital is invested are 
not shown at their present value but at some conventional figure, how caf 
one ascertain a company’s capital? More reliably, it is submitted, by reference 
to the earning capacity of the business as reflected by the net operating profit 
disclosed by the annual profit and loss account. The true economic value of 
a business undertaking is not measured by what its assets would produce, if 
realised, but rather by the expectation of its ability to maintain net earnings 
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at a level which will provide the shareholders with an adequate return on 
their investment in the shares of the company over a lengthy period. This 
contention is borne out by the practical considerations which are applied by 
buyers and sellers, through the stock exchange, in fixing the selling value of 
shares in limited liability companies. As Paton expresses it, “the enterprise, 
a conglomerate of facilities, has no value in itself except that which flows 
from its power to earn. The valuation of .the enterprise accordingly is 
essentially the problem of estimating and discounting prospective enterprisc 
income.”25 

From an accounting viewpoint, therefore, we may say that primarily the 
separation of capital and income transactions, in the case of an enterprise 
which is a going concern, is not approached by a process of valuation, but 
rather by a process of classification, i.e., as already stated, by determining 
which transactions should appear in the annual profit and loss account and 
which should appear in the balance sheet. The net profit figure not only 
measures, the amount of income produced by the capital employed in the 
enterprise but is a vital factor in estimating the capital value of the enterprise 
itself. 

There is one further matter to which I wish to refer before leaving this 
part of the discussion, namely, the definition of “profit” given by Lord Justice 
Fletcher Moulton in 1910 in the Spanish Prospecting Company case.!® This 
definition has appeared and reappeared since that date in numerous judgments 
of the courts and text-books until by constant repetitton it has come to be 
regarded as not only “a singularly lucid exposition of the law” but as 
expressing the fundamental legal concept of how the profits of an enterprise 
are to be ascertained. It is true that the learned judge recognised that in 
practical business affairs departures from the spartan standards of his defini- 
tion were recognised and approved, but he considered that these departures 
“rested on no settled principle.” With great respect it is submitted that 
whilst these departures may not rest on “principles” they do in fact rest n 
accountancy conventions which by long use have come to be regarded both by 
the business community, modern economists and the State as providing the 
only satisfactory procedure for dealing with the complex problem of ascertain- 
ing profits resulting from the employment of capital in enterprise activity, in 
a practical way. 

Lord Justice Moulton based his concept of profit on the valuation process, 
which, as [ have already indicated, has been rejected by accountants. He said: 

“*Profits’ implies a comparison between the state of a business at two 
specific dates, usually separated by an interval of a year. The fundamental 
meaning is the amount of gain made by the business during the year. ‘This 
can only be ascertained by a comparison of the assets of the business at the 
two dates. 

“For practical purposes these assets in calculating profits must be valued 
and not merely enumerated.” (The learned judge apparently overlooked the 
necessity of taking the movement of the company’s liabilities into account.) 

To explain the practical considerations involved in the calculation the 
learned judge proceeds: 

“Even if the assets were identical at the two periods, it would by no means 
follow that there had been neither gain nor loss, because the market value— 
the value in exchange—of these assets might have altered greatly in the 
meanwhile.” 

Having noted this preliminary distinction between the accounting and legal 
concepts of how profit should be calculated, it is appropriate that we should 
now consider the methods adopted by accountants in measuring profits and 
the significance of the different sources from which such profits emerge. 
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From an accounting standpoint an enterprise can earn profits from the 
following sources : 

(a) From the financial success of the normal, manufacturing, trading or 
financial activities of the business; by convention and statutory prescription 
such profits are usua!ly determined annually and are measured, a§ a general 
rule, by a comparison of the “realised” earnings for the period (sales and 
services) with the costs incurred in producing such earnings. The basic 
concept involved in this calculation is the recognition of the positive relation- 
‘ship which exists between costs and earnings, although in some instances this 
relationship is difficult to establish, as pointed out in my previous lecture.” 
In this connection it should be understood, and this is fundamental, that the 
annual or periodic profits of a going concern computed in this manner are at 
best an approximation. It is also to be understood that the expression “costs” 
is to include that portion of the expenditure on assets of a permanent nature 
(the fixed assets) which has been exhausted during the period in the process 
of earning the revenues of the period. 

Although the courts, from time to time, appear to have considered that the 
reduction in the value of fixed assets (fixed capital is the usual expression 
employed by the judiciary) attributable to eniployment and use in the business 
cannot be regarded as a “cost” of earning revenues, but where charged in the 
profit and loss account is in the nature of an appropriation of profit, this 
concept is not supported either by accountants, economists or, it is respectfully 
submitted, by common sense. In this connection I would refer to the 
definition of “income” contained in chapter 6 of Keynes’ The General Theory 
of Employment Interest and Money, in which it is pointed out that in order 
to determine the net profit of an entrepreneur “it is usual to deduct the 
estimated amount of the loss in value of capital equipment caused through 
lapse of time, irrespective of use, and also the “normal” obsolescence which 
is sufficiently regu'ar to be foreseen, if not in detail at least in the large.” 
Keynes calls this loss the “supplementary cost”; the accountant calls it 
depreciation, or amortisation, and like Keynes treats it as a proper charge in 
calculating periodic net profit. 

Accountants generally describe profits: from this source as “operating 
profits.” 

(b) From the investment of funds outside the business, e.g., interest on 
loans, dividends on shares. Accountants generally describe this source of 
profit as “investment income.” 

(c) From the occurrence of an event or a transaction not connected with 
the normal business activities of the enterprise and where the gain does not 
possess the attributes of regularity and continuity, e.g., the receipt of com- 
pensation as a result of a successful action for breach of patent rights. 
Accountants generally describe profits of this nature as “casual profits.” 

(d) From the realisation of assets permanently used in the enterprise and 
not held for the purpose of sale in the ordinary course of business (fixed 
assets) at an amount which exceeds the recorded cost (whether original or 
depreciated) or value (where a valuation has been substituted for cost) of 
such assets. Accountants generally describe profits arising in this way as 
“capital profits.” 

Now, as a general rule, accountants would say that profits, or losses, 
arising from the first two mentioned sources or rather the outgoing and 
incoming transactions by which such profits or losses are computed would 
properly be recorded in the annual profit and loss account and would thus 
reflect in summarised form, and in financial terms, the net profit or income 
for the period under consideration, derived from the employment of the 
enterprise capital. Profits or losses from the last-mentioned source are con- 
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yentionally treated as being of a capital nature. We shall return to this 
distinction at a later stage in our discussion. 

In my previous lecture I discussed the theoretical considerations which 
formed the basis of the practices employed by accountants in constructing the 
anual profit and loss account and by which means periodic profit or loss 
resulting from enterprise operation is measured. Tonight, I must assume 
your familiarity with these matters as I now propose to discuss the accounting 
concept of capital and income in relation to two branches of the law, namely, 
income tax and the payment of dividends by limited liability companies. Here 
we shall be able to observe not only the social significance of the accounting 
process, but the extent to which the basic accounting concept which we have 
been discussing has been influenced and controlled by legal forces. 


Income Tax 

When we first examine the provisions of the Commonwealth Income Tax 
Assessment Act the outstanding impression which is left is that Parliament 
has elected completely to disregard the accounting concept of how enterprise 
net profit should be calculated and instead has substituted an artificial and 
highly technical standard which is not only difficult to understand but equally 
difficult to apply in practice. 

To some extent this is a fair assumption, particularly in those instances 
where the Treasurer “in order to protect the revenue” has specifically legis- 
lated against the acceptance of normal commercial practice as the test of, or 
the procedure by which, net profit or its equivalent under the Act, “taxable 
income” is to be ascertained. ' 

But on closer examination it will be found that there is still a very wide 
fie'd in which the accounting concept of capital and income has to be applied. 
The Commonwealth Income Tax Assessment Act in s.48 provides that “in 
calculating the taxable income of a taxpayer, the total assessable income 
derived by him during the year of income shall be taken as a basis, and from 
it shall be deducted all allowable deductions.” 

The Act defines certain classes of income which are to be included in the 
expression “assessable income” and others which are to be exc'uded. But 
the term “income” itself is not defined; so that when a decision has to be 
reached whether a particular transaction which is not specifically dealt with 
in the Act forms part of the “assessable income.” recourse has to be had to 
generally accepted standards of interpretation, including the practices of the 
commercial community as expressed in books of account. 

Just as certain items of an incoming nature are expressly dealt with in the 
Act, so do we find that certain outgoings are also the subject of special 
provisions. But the Act does net set out to supply an exhaustive definition 
or description of all items which qualify for deduction in ascertaining the 
taxable income of a taxpayer and we find in s. 51 of the Act a dragnet clause, 
drawn in very wide terms, which has been fruitful of muchi litigation and 
the interpretation of which clearly requires a proper understanding of the 
a Scone concept of separating capital and income. This section reads 
as follows: 


“All losses and outgoings to the extent to which they are incurred in gaining 
or producing the assessable income, or are necessarily incurred in carrving on 
a busiress for the purpose of gaining or producing such income, shal! be 
allowable deductions except to the extent to which they are losses or outgoinzs 
of canital. or of a capital, private or domestic nature. or are incurred in 
elation to the gaining or production of exempt income.” 

_ In the interpretation of the above-mentioned section and its -sunter-part 
in British Income Tax legislation the courts, from time to timie, have recog- 
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nised the extent to which reliance must be placed upon, and recognition given 
to, ordinary commercial practices in determining whether a-particular trans- 
action is a deduction from the “assessable income” in order to calculate the 
“taxable income” of the taxpayer. In the Roebank Printing case!® the Lord 
President put this view very clearly in the following words: 

“The Acts always subsume, as the basis for the ascertainment of such 
balance (the balance of profit and gain), a proper trading account made up 
of the principles of sound and prudent commercial practice. I know of no 
standard for making the vital, but often delicate, distinction between a revenue 
charge appropriate to form a deduction from trading receipts, and a capital 
charge which ought not to enter into the ascertainment of trading profits, 
except the standards set by the prudence and experience of merchants. Even 
where a proper trading account, unexceptionable in every respect from the 
point of view of sound commercial principle, has been submitted, it is liable 
to be trimmed so as to bring it into conformity with the special provisions of 
the Income Tux Act .... No deduction is permissible in stating the balance 
of profits aud gains for the purpose of income tax which would not be 
permissible in the taxpayer’s trading account if made up on the principles of 
sound commercial practice.” 

Here we have, if any emphasis is required, a clear indication of the extent 
to which accountants must, as a profession, reach agreement on the basic 
standards of practice which are to be applied in constructing the annual profit 
and loss account. Where the result of the calculation is likely to be an 
important factor in determining the extent to which enterprise funds are 
going to be withdrawn for use by the Government, there is no room for 
hesitancy or inconsistency. We must not only know what we are doing, but 
why we are doing it, and, if necessary, we must be able to demonstrate to 
the court our reasons and the extent to which our practices have the approval 
of our profession as a whole. 

Those of you who have had occasion to study the decisions of the court on 
income tax problems will probably have observed the extent to which the 
Bench has* been handicapped; on occasions, by the absence of authoritative 
accounting evidence which might otherwise have assisted in the more satis- 
factory solution of the dispute between the taxpayer and the Taxation 
Commissioner. The truth of the matter is that in the main the court has been 
required to give judgments on matters of vital accounting importance during 
a time when there was little or no accountancy literature available as a means 
of ascertaining what the standards of sound aceounting practice really were. 
The fault lies with our own profession as the courts, even in the circumstances 
mentioned, have generally been at pains to understand accounting practice 
and to give it proper weight in reaching a decision. 

Lord Carson in his dissenting judgment in the Helsby Cable case® said: 
“It is clear, from the trust deed, that in no sense was the sum an investment, 
that it eventually would be exhausted in payment of the pensions, and that 
in the event of a winding up of the company it could never form any part of 
the assets of the company. I cannot, under these circumstances, conceive 
any system of commercial accountancy under which this sum could ever 
appear in the capital accounts of the company.” This was a case under the 
British Income Tax Act in which, by a majority decision of the House of 
Lords, it was held that a lump sum. payment of £31,784 by a company to 
provide the nucleus of a pension fund for employees was an outgoing of a 
capital nature. This decision might well have been reversed had the court 
had the benefit of expert accounting testimony before it when the facts wert 
being considered, 

The more one reflects ‘upon the structure of our Commonwealth Income 
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Tax Assessment Act and on the decisions of the courts dealing with capital 
and revenue outgoings and receipts, the more one becomies convinced that the 
outcry for legislative simplicity in taxation coulé be met, partly at least, if 
the accountancy profession as a body could agree, broadly, on the standards 
of professional practice to be adopted in relation to the basic contept of 
capital and income, so that this concept in turn might become the keystone 
of the measure of taxability. 

It is difficult to understand, for example, why it is still necessary to have 
special sections in the Income Tax Assessment Act authorising the deduction 
of depreciation on fixed assets in ascertaining the taxable income of a tax- 
payer. Incidentally, not ail fixed assets qualify for the depreciation allowance 
as, speaking generally, no allowance is made for depreciation on buildings. 
As I have already pointed out, both accountants and economists regard the 
depreciation of the fixed assets employed in the business as a normal and 
legitimate cost of production or operation. Unfortunately, however, the courts 
for a very long time now seem to have become thoroughly confused in 
separating enterprise capital and income elements by the application of the 
entirely irrelevant economic doctrines of fixed and circulating capital. Romer, 
L.]., in the Golden Horseshoe case?® has this to say: “The reason for the 
distinction between fixed and floating or circulating capital is not far to seek. 
In assessing a trader to income tax . . . . the revenue authorities are only 
concerned with his annual gains and profits; that is, gains and profits in the 
year of assessment. They are not in the least concerned with his financial 
position as a whole at the end of the time as compared with his financial 
position at the beginning. Changes in the value of his fixed capital are 
therefore disregarded except where it is otherwise expressly provided in the 
Act. On the other hand, changes in his floating or circulating capital must 
be taken into consideration in ascertaining his annual gains and profits. For 
the profits or losses in a year of trading cannot be ascertained unless a 
comparison is made of the circulating capital as it exists at the beginning of 
the year with the circulating capital as it exists at the end of the year. It is 
indeed by causing the floating capital to change in value that a loss or profit 
is made.” 

Now, as every accountant is aware, and as has been emphasised throughout 
this paper, the calculation of profit or loss resulting from enterprise operations 
is not measured by changes in the “floating capital” of the business. The 
distinction between fixed and floating capital is purely one of classification ; 
it does not explain the origin or cause of profit in business activity. Profit or 
loss arises from the entire resources of the concern, however described or 
classified. 

In order to give effect to the provisions contained in s. 51 of the Common- 
wealth Income Tax Assessment Act, already referred to, it is submitted that 
the expression “losses or outgoings of capital, or of a capital nature,” means 
losses or outgoings only to the extent*to which they do not properly enter 
into the calculation of the trading results of that particular period, e.g., where 
plant and machinery is bought in one vear at a cost of, say, £10,000 and the 
estimated depreciation attributable to the use of the plant in that year is, 
say, £500, the latter sum is a legitimate income charge; it is not a “loss or 
outgoing of capital.” The balance of £9,500 is a capital charge in that par- 
ticular year’s account, later gradually to be transferred to the revenue account 
as the cost of the plant is used up in producing revenues in subsequent years. 

For those of you who are interested in following up this particular line of 
enquiry I would recommend that you read the decision of our own High 
Court in the Associated Newspapers case,2! in which the court reviewed the 
leading cases dealing with the subject of capital and income in income tax 
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legislation. In that case it was held by the court that a sum of money 
expended by the taxpayer to buy out threatened opposition to its business 
was an expenditure of a capital nature. This case incidentally supplies the 
first reference which I have been able to trace in the reported tax decisions 
of accounting evidence being called before the court. 

To conclude this somewhat disjointed sampling of legislative and judicial 
concepts of capital and income in the field of income tax I want to refer to 
the subject of capital profits and losses. By common agreement amongst 
taxing authorities, accountants and economists, profits or losses arising in 
connection with the realisation of fixed assets are not considered to enter into 
the calculation of taxable income (except where the profit or loss is referable 
to a profit-making scheme), net profit, or net income. 

The taxation viewpoint was expressed by the High Court in 1928 in the 
Ruhamah Property case?’ in these terms: “The principle of law is that profits 
derived directly or indirectly from sources within Australia in carrying on or 
carrying out any scheme of profit-making are assessable to income tax, whilst 
the proceeds of a mere realisation or change of investment or from an 
enhancement of capital are not income nor assessable to income tax.” 

The accountant treats extraordinary losses or profits on the sale of fixed 
assets as a capital transaction because such losses or profits do not arise from 
the normal operation of enterprise activity. 

The economist has the same view. Keynes puts it in these terms: “There 
remains the change in the value of the equipment due to unforeseen changes 
in market values, exceptional obsolescence or destruction by catastrophe 
which is both involuntary and, in a broad sense, unforeseen. The actual loss 
or gain under this head, which we disregard even in reckoning net income or 
net loss, is a charge to capital account and may be called a wind-fall loss or 
gain,”’3 

There is an interesting field of research here still largely unexplored, namely, 
the possibility of showing the extent to which the principles applied in the 
taxation of the net profits arising from trade and commerce could be 
simplified by being brought more closely into line with the basic accounting 
concept which we have been discussing tonight. 


Payment of Dividends Out of Profits 

In the short space of time left to me I wish to refer to the legal rules which 
in certain circumstances play such an important part in determining a com- 
pany’s dividend policy. Littleton, writing on this subject, said: “The central 
accounting issue in a corporation concerns the amount of profit available for 
dividends. This in turn is primarily a matter of preserving the proper 
distinction between capital and income. It is at this point that the corporation 
influences accounting most.”24 

There are two particular phases of this problem to which I wish to direct 
your attention, namely, whether a company may distribute to its shareholders 
by way of dividends profits earned in a particular year without first recouping 

(a) accumulated losses which have resulted from unsuccessful trading in 

preceding years, and 

(b) losses arising on the sale or destruction of fixed assets. 

Before reference is made to the decisions of the courts which touch on 
these matters, it is not only desirable but essential to a proper understanding 
of those decisions that we should endeavour to formulate a fairly clear con- 
ception of the economic significance which attaches to the organisation of a 
considerable portion of the capital resources of a community under the control 
of limited liability companies. 

As pointed out by Littleton in his book Accounting Evolution to 1900, the 
basic concept involved in the corporate form of business organisation is the 
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emphasis upon continuing activity ; shareholders are primarily concerned with 
the receipt of a regular dividend on their individual contribution to the 
aggregate capital funds employed in the enterprise, and yet at the same time 
they look to the directors, by wise management, to ensure that the source of 
these dividends, namely, the assets in which the capital funds have been 
invested, is properly safeguarded and maintained. 

If we take it that the prime responsibility of directors is.to preserve the 
capital resources of the company so that its earning power will remain 
unimpaired over a lengthy period (and this appears to be a valid assumption), 
the discharge of this responsibility must, it is submitted, sometimes involve 
the withholding of annual or periodic profits from distribution to share- 
holders by way of dividends, as in caseq where trading operations in earlier 
years have resulted in losses and profits earned subsequently are required to 
restore the capital which has been so lost. 

It would appear therefore that as a general rule it would offend against 
sound business practice to consider that the net operating profit reported in - 
the profit and loss account in a particular year could be used to pay a 
dividend if the activities of the company in preceding years had shown 
operating losses. 

To hold otherwise is to ignore the essential characteristic of the annual 
estimate of profit or loss of a going concern which is shown in the annual 
profit and loss account. These annual estimates do not represent the profits 
or losses which have resulted from separate and finally liquidated ventures; 
they are nothing more than convenient test-readings during the course of the 
continuous stream of enterprise activity which commences when a com- 
pany first engages in trade or commerce and terminates on its liquidation. 
Accountants who have had experience in the winding-up of companies will 
readily call to mind*the loss to shareholders which is a common feature of 
this process. When faced with these losses the ephemeral nature of the 
reported trading profits of earlier years, where such have been reported, is 
brought home to shareholders in stark reality. 

Bearing in mind the basic requirement that if a company is to ensure the 
earning of profit over a lengthy period it is essential that the assets in which 
the capital of the company is invested be maintained, we would say that 
where trading losses have been incurre€ these losses, as a general rule, should 
be made good out of subsequent trading profits, before a dividend can be paid, 
because trading losses represent a loss of capital both fixed (to the extent of 
the depreciation charges) and current, and that there can be no true income 
or profit earned by the company while such losses remain unrecouped. Now, 
this is not the view of the cottrts, for reasons which will be referred to 
subsequently. An exception can clearly be made in those cases where the 
accumulated trading losses have been so extensive as to indicate a permanent 
and irretrievable loss of capital, and where this fact has been recognised by 
the court approving of the capital of the company being reduced. 

Companies, like any other form of business enterprise, are not only 
subject to the hazard and the financial consequences of unprofitable trading. 
but they may, and frequently do, have to face unexpected and unforeseen 
losses of a different character, usually described by accountants as “capital 
losses.” Reference has already been made to the reason why “capital losses” 
or “capital gains,” as the case may be, are distinguished from trading losses 
or trading gains. 

Although capital losses arise from a different cause, the financial con- 
sequences are precisely the same as losses resulting from unsuccessful trading, 
namely, the value of the assets in which the capital of the company has been 
invested will frequently, as a result of such losses, fall below the amount of 
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the original capital subscribed by the shareholders. It is generally agreed, 
however, that such losses shéuld not form a bar to the payment of dividends 
out of subsequent trading profits but preferably be recognised as a capital 
loss by an appropriate and approved reduction in the company’s issued capital. 

One final point must now be referred to. Accounting for the investment 
of capital funds in fixed assets, as already pointed out, is based on the con- 
vention that the assets so acquired should be entered in the books at not more 
than their cost. Increases in value, after the date of purchase, if not realised, 
are ignored. It may therefore be appropriate in some circumstances to 
consider, in dealing with accumulated losses of capital, irrespective of the 
cause, whether the appreciation, if any, in the value of existing assets over 
their depreciated cost, established by a bona fide and independent valuation, 
might not properly be regarded as a set-off against such losses and brought 
into the accounts for that purpose. 

There are a number of decisions of the British courts which deal with the 
question of profits available for dividends, but it will not be possible to, nor 
is it necessary that I should, discuss these at length. 

From an examination of the reports of these cases it is possible to draw 
certain conclusions which in a general way afford some assistance in assessing 
the accounting significance of the judicial findings therein expressed. 

In the first place it must be remembered that the cases were mostly decided 
nearly 50 years ago, at a time when accounting literature had not made its 
appearance; in fact, we might go further and say at a time when the pro- 
fession had not even started on the work of formulatnig clear conceptions 
of basic accounting standards of practice. In such circumstances it may be 
somewhat dangerous to apply legal decisions based on what might now be 
regarded by some authorities as out-moded commercial and accounting thought 
to current business affairs conducted in accordance with more modern con- 
ceptions. 

It must also be remembered in considering the effect of those decisions that 
the court has generally been emphatic that it was deciding the case on the 
particular facts before it and that it “declined to formulate precise rules for 
the guidance or embarrassment of business men in the conduct of business 
affairs.” This has been one of the features of the work of the British 
judiciary—a consistently helpful and Sympathetic understanding of the diffi- 
culties which beset business men in the conduct of their affairs in the complex 
and constantly changing economic field of private enterprise. 

Finally we have to bear in mind that whilst it is a principle of law that a 
company may not pay dividends out of capital, it is also a question of contract, 
as expressed in a memorandum or articlés of association between each 
separate company and its shareholders, how and under what conditions profits 
are to be divided. This contract may well vary as between companies. 

One of the leading cases on this subject is Verner v. The General and 
Commercial Investment Trust Limited, in which the Court of Appeal held 
that an injunction to restrain the company from paying a proposed dividend 
out of current profits on the grounds that the capital was not intact should 
be refused. This decision was given in 1894. 

The company, as its name suggests, was an i1ivestment company and at the 
relevant date the securities in which the shareholders’ capital contributions 
were invested had depreciated in value by at least £75,000, with no prospect 
of a market recovery. During the year in question investment income had 
exceeded revenue expenditure by £23,000. 

In giving judgment Lord Justice Lindley said, inter alia: “The broad 
question raised by this appeal is whether a limited company which has lost 
part of its capital can lawfully declare or pay a dividend without first making 
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good the capital which has been lost. I have no doubt it can—that is to say, 
there is no law which prevents it in all cases and under all circumstances... . 
The statutes do not even expressly, and in plain language, prohibit a payment 
of dividends out of capital. But the provisions as to capital when carefully 
studied are wholly inconsistent with the return of capital to the shareholders. 
whether in the shape of dividends or otherwise, except, of course, on a 
winding up, and there can, in my opinion, be no doubt that even if a 
memorandum of association contained a provision for paying dividends out 
of capital such provision would be invalid .... but there is a vast difference 
between, paying dividends out of capital and paying dividends out of other 
moneys belonging to the company and which is not part of the capital men- 
tioned in the company’s memorandum of association. If therefore the com- 
pany has any assets which are not its capital within the meaning of the 
Companies Act there is no law which prohibits the division of such assets 
amongst the shareholders . . . . there is no law which prevents the company 
from sinking its capital in the purchase or production of a money-making 
property or undertaking and in dividing the money annually yielded by it 
without preserving the capital fund so as to be able to reproduce it intact 
either before or after the winding up of the company ... . it would in my 
judgment be most inexpedient to lay down a hard and fast rule which would 
prevent a flourishing company, either not in debt or well able to pay its debts, 
from paying dividends so long as its capital sunk in creating the business was 
not represented by assets which would, if sold, reproduce in money the 
capital sunk.””26 

I have quoted from this judgment at some length because, although the 
decision is in accord with current accounting and commercial practice, namely, 
to regard a loss of fixed assets as a loss of capital which does nof affect the 
computation of net profit or loss from normal trading and therefore should 
not restrict the payment of dividends out of current earnings, there are some 
passages in the judgment which deserve and require critical examination. 

There appears to be some confusion in the learned judge’s mind as to what 
is the capital of the company. He says: “But there is a difference between 
paying dividends out of capital and paying dividends out of other moneys 
belonging to the company and which is not part of the capital mentioned in 
the company’s memorandum of association.” He goes on to say: “If there- 
fore the company has any assets which are not its capital within the meaning 
of the Companies Act there is no law which prohibits the division of such 
assets amongst the shareholders.” 

Now, from these remarks it would appear that the learned judge has 
assumed that the original capital subscribed is represented by assets which can 
be identified, from time to time, as having been acquired out of, or which 
represent, the original capital subscribed by the shareholders, and that it is 
also possible to identify trading profits with particular assets. This, of course, 
cannot be doné in practice, as has already been pointed out in an earlier part 
of this paper. The truth of the matter is that a loss on fixed assets is a loss 
of capital and the deficiency so caused will remain unless made good_ by 
subsequent trading profits or the realisation of other fixed assets at a profit. 
The only way in which the issued capital of a company can be maintained 
intact is by the ownership of assets, whether fixed or current, which have a 
value equal to, or greater than, the amount of the subscribed capital after 
first deducting the amount of the company’s liabilities. From this it follows 
that if capital is lost asa result of fixed assets having declined in value 
the payment of dividends out of subsequent trading profits does in fact 
represent a payment out of capital, if the expression “capital” is to be given 
the meaning just assigned to it. 
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Strong criticism of this judgment of the British court and others where the 
same reasoning has been applied is to be found in American accounting 
journals, of which the following is an example: “What do the English courts 
mean by ‘capital’? What is meant by ‘profits’? The judicial legislation of 
the English courts by which dividends are permitted to be paid out of the 
credit balance in each year’s profit and loss account in spite of prior losses 
impairing net assets below, the legal capital would seem to be based on a 
fallacious concept of capital as a res rather than as a quantum or measure. 
.... With all deference the English courts seem hopelessly ‘thing-minded’ in 
their ideas about ‘capital.’ Capital is not any particular res or ‘money sub- 
scribed’ but consists of an amount of net assets equal to the amount of the 
legal capital; if legal capital is covered the surplus value remaining on hand 
is ‘profit.’ If the balance sheet shows a capital deficit any assets acquired 
are at once ‘capital and any distribution of assets in the absence of a surplus 
is made out of capital. All dividends are paid out of capital unless the net 
assets remaining are equal to or in excess of the legal capital... . . The 
English courts have thus, in reality, legislated to permit dividends to be paid 
‘out of capital’ if the company has operated on a profitable basis for the 
preceding years although they have invented certain verbal sophistries or 
fictions to rationalise their judicial legislation.”’2? 

As already stated, justification of the decision of the court in the Verner 
case is to be found, not in the reasoning by which the decision was arrived at, 
but on the grounds of practical business convenience and convention—losses 
on fixed assets should not restrict the payment of dividends out of the net 
operating profits of the company, as the restoration of this capital loss might 
inflict serious financial hardship on shareholders, and be unnecessary from the 
company’s point of view, if it still has control of assets of a sufficient value 
to enable it to continue profitable trading. The loss should be dealt with by 
way of an application to the court for a reduction in the issued capital to the 
extent of the loss. 

It is also to be remembered that certain doubts as to the correctness of the 
decision of the Court of Appeal in the Verner case were raised by the House 
of Lords in Dovy and others v. Cory—a decision which was given in 1901 but 
which turned on other considerations. In that case Lord Davey said: “I 
desire to express my dissent from some propositions of law which were laid 
down in the Court of Appeal. The learned judges seem to have thought that 
a joint stock company incorporated under the Companies Acts may write off 
to capital losses incurred in previous years, and may in any subsequent year, 
if the receipts for that year exceed the outgoings, pay dividends out of such 
excess without making up the capital account. If this proposition be -well- 
founded it appears to me that a company whose capital is not represented by 
available assets need never trouble itself to reduce its capital with the leave of 
the court . . . . in order to enable itself to pay dividends out of current 
receipts.””28 

The matter is therefore not free from doubt even on the authority of the 
decided cases, but until the House of Lords is required to deal with the 
question it is probable that the principles laid down by the Court of Appeal 
will be followed as they were in 1917 in the Chancery division when Mr. 
Justice Peterson held in the case of the Ammonia Soda Company Limited v. 
Arthur Chamberlain and others that a company might divide current trading 
profits without first making good trading losses incurred in prior years.” 
This particular decision, for reasons given earlier in this paper, I respectfully 
submit, is not in accord with sound accounting pra¢tice or business manage- 
ment. Trading losses in prior years should, it is considered, be made good 
out of subsequent trading profits before dividends are paid, unless the losses 
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are so extensive as to require a permanent reduction in the company’s issued 
capital, and that procedure has been carried out. In the Ammionia Soda case 
it is true that the directors considered that the prior trading losses could be 
regarded as having been made good by an unrealised appreciation in the value 
of the company’s properties, but in the judgment it is elear that no restraint 
on the payment of dividends out of subsequent trading profits would have 
been imposed even if the alleged increase in the value of the properties had 
not been advanced as a reason in support of the proposal to pay the dividend. 

I am afraid, in touching upon so many phases of this accounting problem 
of separating capital and income, I have been unable to do justice to any one. 
My chief hope, however, lies in the direction that I.may have awakened in 
you, particularly amongst the accountants in the audience, a curiosity to read 
a little of what is being done in other parts of the world, but particularly by 
the teaching staffs of the great American universities, to improve the standards 
of professional accounting practice. ‘ 

In a changing economic world new demands are being made on the account- 
ing process. To meet these demands we may have to abandon many of our 
traditional practices and concepts; above all, and this is where our Australian 
universities can help us, we must promote advancement in the teaching of 
accountancy. In the words of George O. May, “Accountancy has to be 
taught not only as a subject for a man who is going into the accountancy 
profession, but it must now be recognised that accounting is taking an essential 
place in law, government, business and, of course, economics. There is a 
great opportunity in the field of education if those responsible will recognise 
that accounting is a great force in the whole social structure.”*® Accountants 
might read with great profit the essay “On Education” which appeared in 
the collection of essays written by your own Chancellor and the chairman of 
this meeting, and issued to the public under the title of “Speaking Personally.” 


As he then pointed out, we can no longer afford to “know many things about 
something”; we must “know something about many things’; it is not 
sufficient that we aim to be specialists but rather that we should aim to be 
“educated men.” 
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Obituary 


Mr. ALLAN CLUNIES Ross, B.SC,, F-1.C.A. 


We profoundly regret to record the death on 10th February, 1946, at the 
comparatively early age of 57 years, of Mr. Allan Clunies Ross, B.sc., F.1.C.Ay 
a member of the New South Wales Divisional Council for eight years, and 
State President of the Division during the years 1940 and 1941. 

Mr. Clunies Ross was born at Bathurst, N.S.W., on January 24, 1889, andj 
was educated at All Saints College, Bathurst, Sydney High School, and the 
University of Sydney. For several years after graduation at the University 
Mr. Clunies Ross taught science and mathematics at secondary schools. 

He commenced his accountancy career in 1920 and was admitted to mem- 
bership in the former New South Wales Institute of Accountants in 192 
and toethe Commonwealth Institute of Accountants in 1930. He was also 
a Fellow of the Institute of Chartered Accountants in Australia and the 
Chartered Institute of Secretaries (England). 

Mr. Clunies Ross was a well-known lecturer on accountancy and allied) 
subjects and made many valuable contributions to the education of Universit 
students and the accountancy profession. He delivered Commonwealth Insti 
tute Accountancy Research Lectures at the Universities of Melbourne ang 
Tasmania, and at the Canberra University College. 

He was Honorary Treasurer of the Royal Society of New South Wal 
and the Economic Society of Australia and New Zealand (N.S.W. Branch) 
and lecturer in Business Principles and Practice at the University of Sydney, 

Mr. Clunies Ross was the author of “Practical Business Economics, 
“Guide to Companies Act of N.S.W., 1937,” “Constructive Bookkeepi 
for Secondary Classes,” numerous articles on Business, Accountancy an@ 
Economic subjects, and editor of “The Substance of Economics.” 

Mr. Clunies Ross served for three years with the A.I.F. in the 1914-I§ 
war and during the last war he was Director of Scientific Manpower in the 
Directorate of Manpower at Sydney. 

His death will be keenly felt in University and accountancy circles. He i 
survived by Mrs. Clunies Ross, who is the daughter of*the late Professom 
Wilson of the University of Sydney. 
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